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Accounting News And Trends 


Working Papers and Legal Responsibility 


“Accountants’ Legal Responsibility” by 
Messrs. William S. Graf and Earl F. Brown 
(The Arthur Young Journal, January, 1957) 
is a general summary of the content in the 
special seminar course on this subject devel- 
oped by the American Institute of Account- 
ants. Of outstanding interest are certain sug- 
gestions about material in the working papers 
which may prove harmful in a subsequent 
legal action in which the accountant is the 
defendant. Frequently the items or notes 
included can be more harmful than omissions. 
Prior cases suggest that when working papers 
are introduced in evidence, the following 
items, amongst others, have proved damaging: 

1. Unanswered questions raised in the 
papers. A junior sometimes outlines a weak- 
ness which seems important to him but which 
the reviewer, because of his broader knowl- 
edge of the job, decides merits no action. A 
statement to this effect, with the reasons there- 
for, should be added to the papers. If this 
is not done, the reviewer may have difficulty 
justifying his action when the matter arises 
in court several years later. 

2. The inclusion of notes to the principal 
in the working schedules covering a particu- 
lar phase of the engagement. The true sig- 
nificance of this note might not be appreciated 
by the reviewer as it would have been if it 
had been included in the front of the papers 
under a caption such as “notes to principal.” 
In the latter instance the question raised 
could have been considered in terms of the 
overall audit. Several years later, however, 
the notes on the schedules, which could be 
uverlooked, might be quite embarrassing. 


3. “Redflagging” certain items. Staff men 
sometimes “redflag” items by exclamation 


points and double underscores. These items 





Accounting News and Trends is conducted 
by Cuarvtes L. Savace, C.P.A. and member 
of the New York Bar. He is presently serving 
on the Board of Directors of the Nassau- 
Suffolk Chapter of our Society. 

Dr. Savage is professor of accounting and 
chairman of the Business Administration De- 
partment of Adelphi College. 
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may subsequently be given undue significance 
and the plaintiff may use them to show the 
firm had ample warning that something was 
wrong with the client’s accounting procedures, 
Here again, a listing of the item in the front 
of the binder would eliminate the need for 
any other reference to the item in the papers 
themselves. 


Railroad Accounting vs. Generally 
Accepted Accounting Principles 


At the suggestion of the New York Stock 
Exchange, agreed to by the Interstate Com. 
merce Commission, the American Institute of 
Accountants appointed a special committee 
to make recommendations to bring railroad 
accounting into conformity with generally ac- 
cepted accounting principles. In a letter of 
March 29, 1957 to the Commission, which is 
accompanied by a detailed memorandum, the 
Committee pointed out six major variations 
between railroad accounting practice and that 
usually followed by other industries. These 
variations are: 

1. Railroads follow a practice of charg- 
ing or crediting many non-operating-income 
items to retained earnings thereby relieving 
the income account of items which, under 
generally accepted accounting _ principles, 
should have been reflected therein. Examples 
of such items are gain or loss on sale of land 
and investment securities, and premiums or 
discounts applicable to funded debt reac: 
quired before maturity. Attention is called, 
however, to current practice which permits 
the exclusion of such non-operating items 
from income if they are unusual and material 
and would tend to make the income state: 
ment misleading. 

2. Railroads sometimes reduce current in- 
come by such items as appropriations re 
quired under indentures for sinking funds or 
for capital requirements. This is contrary to 
general accounting practice which requires 
that they be treated as appropriations of re 
tained income (earned surplus). 


3. In cases of differences between tax ac 
counting and generally accepted accounting 
principles, railroads do not allocate a portion 
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of Federal income taxes to other ac: ounts gs 
BRUNING originally set forth in Accounting Research 
Bulletin No. 23. 


Reproduction of 4. Railroads carry an “acquisition adjust. 


ment” account forward from year to year 
TAX RETURNS despite the fact that it is made up of 


variety of elements. General accounting prin. 


ciples require that the elements be segre. 
gated and appropriate accounting dispositiog 


be made of the constituent items. 





Done by Experts 5. Railroads fail to show as a current lia. 
bility that portion of a long-term liability 


which will mature within a year. 
Accurate and iis 
6. Voucher drafts, which in __ practical 


Attractive effect are equivalent to checks, are shown as 


TYPING liabilities rather than as reductions of cash, 





Of Accountants’ Reports Accounting and Auditing Developments 
Thoroughly Checked inthe Sao 
Highly Skilled A booklet published early in 1957 by the 
Personalized Service United States General Accounting Office, en- 
Since 1940 titled “Accounting and Auditing Develop. 


LILLIAN SAPADIN ments’, contains many items of interest to the 


501 Fifth Ave., New York 17, N. Y. members of the accounting profession. In 
MUrray Hill 2-5346 recent years there has been a complete re- 
orientation of the function of this office and 


| this change has not yet been fully appreciate: 
by the profession generally. One of the pur |-— 
—=4 | poses of this booklet is to set forth the 
change. Since 1921 the General Accounting 
|| When Your Client Needs Office (referred to as G.A.O.) has been di- 
rected by the Comptroller General and it is 
és é 3 SOR: some indication of the changed nature of its 
Ik: IN A N Cl N¢ } activities that the present incumbent, Joseph 
a : 3 id Campbell, is the first CPA ever appointed to 
this position. 


f 
- . « Call Us! The shift in the functions of the G.A0. 


In 

















and the responsibilities of the director has 
resulted from the Government Corporation ( 
ACCOUNTS RECEIVABLE LOANS | Control Act of 1945 and the Accounting and 
Auditing Act of 1950. As a result, the per: 











LOW COST Ae 
: formance standards for the audits of the 

iiiiieciieahaeaanitant G.A.O. conform to those followed by the ( 
CONFIDENTIAL public accounting profession. Its officers here ; 


and abroad operate in much the same manner 
as any large independent CPA firm. 


. . - BR 9-4167-8-9-70 


G.A.O. makes an annual audit of about 100 
Government corporations, such as Reconstrue- 


FACTORS tion Finance Corporation and Tennessee Val 
HA it R | S CORP. ley Authority, in accordance with generally 


| accepted practices and procedures. Audits ate 


29 W. 34th St., New York 1, N. Y | performed at the sites and give proper re 
x A a ie. a 
| 


ognition to internal controls and any supe! 











| visory audits. The examination must, amon? Bu 
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Mr. Aceountant 


HOW TO SOLVE YOUR CLIENTS’ 
FINANCING PROBLEMS 









REFER THEM TO...Talcott Finance 
For Accounts Receivable, Inventory or Machinery, 
instalment or Lease Sales Financing 


Whether your client is a manufacturer, wholesaler or a re- 
tailer, he may benefit from our years of experience, gained 
by more than a century of service to growing American 
industry. 

If funds are needed to finance sales, inventories, for expan- 
sion or modernization of machinery, Talk to Talcott. 


For additional facts contact the nearest Talcott office listed below 


JAMES TALCOTT. INC. 


FOUNDED 1854 








CHICAGO ETROIT 
209 SOUTH LaSALLE STREET 22 Pinang a 1870 NATIONAL BANK BLDG. 
Financial 6-1444 EON f WOodward 2-4563 





ACCIDENT & SICKNESS INSURANCE 


Under N. Y. State Society’s Group Plan 


@ Most C.P.A.s in public practice need Insurance for Loss of Income 
and Medical I¢xpense during periods of disability. 


@ Up to $100 Weekly Indemnity, $12 Daily Hospital, $300 Surgical 
and $5,000 Major Medical available to qualified members of the N. Y. 
State Society of C.P.A. at exceptionally favorable cost. 

@ Hospital, Surgical and Major Medical optional for Dependents. 


@ Well over 50% of Society members are now insured. For full par- 
ticulars write or phone 


HERBERT L. JAMISON & CO. 


Brokers for Society’s Group Accident & Health Insurance Plan 


270 MADISON AVENUE, NEW YORK 16 ” Murray HI. 9-1104 


a 
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ACCOUNTS 
RECEIVABLE 
FINANCING 


We will provide a revolving financ- 
ing plan for your clients on a low- 
rate, non-notification basis. 

Call today—we'll meet with you and 
your Client and work out a plan to 
meet their individual requirements. 


PRUDENTIAL 
CAPITAL CORP. 


527 FIFTH AVENUE, NEW YORK 17, N. Y. 
MURRAY HILL 7-7680 
EXECUTIVES 
Morris P. Arnoff 
Leo R. Heyman 

Theodore Goldman 


Member of Association of Commercial 
Finance Companies, Inc. 
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details 


165 WEST 46th STREET 
COlumbus 5-0819 




















BLADES & MACAULAY 
INSURANCE ADVISERS 
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Complete Surveys of 
Corporate Insurance Affairs 
i No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
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other objectives, disclose any program 9 
financial undertaking which, in the opinin 
of the Comptroller General, has been carrie 
on without authority of law. 

To meet the increased workload during thy 
changeover period, public accounting fim 
were employed to make some of the initiy 
audits. The G.A.O. has now then taken oye 
these activities as required by law. 

The G.A.O. has broadened its initial audi 
into what is termed a “comprehensive audit” 
The general objectives of this type of audi 
are to determine whether: 


1. The agency is carrying out only activ: 
ties authorized by Congress and is conductin 
them efficiently. 


2. Expenditures are made only in further. 
ance of authorized activities. 


3. The agency collects and accounts prop 
erly for all receipts. 


4. Assets of the agency are adequatel 
safeguarded and controlled. 


5. Reports prepared by the agency disclox 
activities fully and provide basis for evaluat: 
ing its operations. 


In addition, if the audit discloses any in- 
stances of waste, improvident expenditures or 
poor controls in carrying out programs, these 
facts are reported immediately to a_ higher 
level of responsibility for corrective action 
The booklet emphasizes that during any stage 
of the audit, important deficiencies or ques 
tionable practices are reported to managemen! 
at once by letter or interim  réport. This 
reporting practice is frequently followed by 
many public accounting firms. 


The accomplishments achieved by this nev 
program may be illustrated by the fact that 
the G.A.O. has: 


1. Assisted in establishing more adequate 
systems of internal control and internal audi! 
programs in Government corporations. 


2. Used mechanized and electronic devel 
opments in accounting procedures whereve! 
these were appropriate. 


3. Reduced its own non-professional et 
ployees by 260 and saved over $1,000,00) 
annually in salary costs as a result of its 9 
tems studies. It now audits the basic recor: 
for appropriations and_ limitations at the 
Treasury Department and has eliminated tle 
duplicate set of records it formerly mait 
tained. 
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{, Played an important part in the installa- | 


ogram | ' : ee oo] 
© opinigff tion of the electronic system in the Treasury | N 34D) HELP 
en carrie([ Department to clear and reconcile the | Th a= 


; ow ec 
50,000,000 checks drawn annually. When | ro} 8] s 
toot 0 this installation will eliminate | Ad | can help Yy bl 


uring the 


ting firm about 300 clerical positions and save over | 
the initis 92,200,000 annually. } e 

tken ow A new staff of professionally qualified ac- | Hard-to-get 
countants and auditors has been recruited in | 4 sd 
recent years. Approximately 70 per cent of | . sonnel 
the supervisory personnel are CPAs. Con- | 2 Per 

tinuing efforts are being made to attract | 
qualified personnel and, in this connection, | 
the G.A.O. has devised an internship program | 
nly activi: for college undergraduates during the summer | 


‘ondueting§ of their junior year. 


itial aud 
ive audit 
> of aud 


wm. Schnuer, BBA, MBA 
Licensee 


n_ further : 
“T Control System 


Our 18th year 
catering to 
Top-Notch 
Executive 
Personnel 


Mr. W. E. Shields’ article on “The Review 
of Internal Control and the Audit Program” 
(The Canadian Chartered Accountant, March 
idequatelyf 1957) should be particularly helpful to those 
firms taking over a new client. This article is | 
oncerned with the method of evaluating in- | 
ternal control so that the audit program can | 
e related to the strengths and | 


Method of Review of Internal | 
unts proy | 
| 


y disclose 
yr evalual 
revealed, 

Ss any inf The suggested steps for gathering the nec- 
ditures orf sary information about the system of inter- 
ams, these nal control are: | 
a highef }, Visit the senior financial officer acquaint- 2 
ve actionfe with the accounting system. He can pro- 

any stage# vide general information, but it is series! 

or que:f important to learn his conception of what | 
inagemen'f is being done by the accounting staff. 


Controllers 
Office Managers 


ort. Thi 2 Interview various section heads and 
lowed by iltimately various members of their staffs to 
obtain further details. 


Accountants 


this nevf 2 Where necessary, interview other execu- | 
fact thats tives for ancillary information. } 


Bookkeepers 


low the flow of transactions, e.g. customer 






In seeking information, requests should fol- 
5 q 
adequat seit PROMPT SERVICE 
al ial places order, credit is approved, goods are | 
shipped, customer is invoiced, account is | ll 
ns, : : - a 
posted and ultimately cash is received. A | Wm. Schnuer 





Licensee 





nic devel} memorandum describing the present system 
wherevel} of internal control is prepared as a result 
of these interviews. A logical form of memo- | 


Shirley Schnuer 
mr randum is a two-column arrangement, the first | 
ional ett 


Licensee 7664 
itscribing the procedures and the second out- 
$1,000, 00 
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iG lining the weaknesses and strengths of the i 
of its sys system, | 
ic record: - 
; at the Any suggested improvements should be dis- | 
nated the cussed with the client reasonably soon after | 
é ey . . 
egg the review is completed. The results of the | EMPLOYMENT Yaa 1a) 


liscussion should probably also be confirmed | 220 W. 42nd St. © New York 36 


by letter, 
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On Uniformity in Rules of 
Professional Conduct 


In the April 1957 issue of the Journal of 
Accountancy, an editorial reports on the pro- 
posed addition of four new rules to the Ameri- 
can Institute’s rules of professional conduct 
and an important addition to the present Rule 
15; 


Although basically we in the 
should have no cause for alarm at the addi- 
tion of new rules which circumscribe our con- 
duct, it would appear that the strengthening of 
the present rules by the universal adoption by 
all State Societies should be the first order of 
For example, the proposed Rules 18 


profession 


business. 
(relating to competence), 19 (designed to pro- 
hibit the performance of services by an em- 
ployee which a member-employer himself may 
not perform), and 20 (on consultation and re- 
ferrals between CPAs), which intend to pro- 
vide standards of conduct in areas outside of 
auditing services, appear to be fairly well 
covered by the restrictions of the present Rules 
2 and 4. 


However, since the purpose of this letter is 
to draw attention to the lack of uniformity in 
the rules of the various Societies and of those 
rules with comparable rules of regulatory bod- 
ies, I will try to concentrate on the rules con- 
cerning independence of public accountants as 
expressed in Rule 7 of the New York State 
Society of Certified Public Accountants and 
Rule 13 of the American Institute of Account- 
ants. 


Both of these rules intend to define the inde- 
pendence of the practitioner in his relationship 
to the firm which he is auditing, yet neither 
one mentions independence as a direct con- 
cept. Rule 2-01(b) of Regulation S-X states, 
“The Commission will not recognize any cetrti- 
fied public accountant or public accountant as 
independent who is not in fact independent.” 
It then provides that an accountant will not be 
considered independent who has any financial 
interest in the client or who was connected 
with the client as employee, director, etc. 


The Institute Rule 13 refers to substantial 
financial interest and precludes expression of 
an opinion where such interest is held in a 
publicly held corporation, but disclosure of 
such interest is required only if the statements 


298 


Letters to the Editor 





are to be used as a basis for credit. No mep 
tion is made of the effect on independence 4 
association with the client as employee, dire. 
tor, etc. during the period under examinatioy 

Rule 7 of our Society’s Rules differs froy 
the Institute rule in that an opinion may }: 
expressed in the case of publicly held corpora. 
tions if a substantial financial interest is held 
providing the CPA discloses such interes, 
Rule 7 also goes beyond the Institute Rule 13 








in requiring disclosure only if the CPA is cur. 
rently an employee or director of the enter 
prise. In this connection it should be noted 
that Rule 2-01(b) of Regulation S-X considers 
an accountant not independent who is, or was 
during the period of report, connected asa 
promoter, officer, employee, etc. 

Moreover, and as further illustration of lack 
of uniformity, Section 94(f) of the New York 
State Regulations, although similar to Rule (, 
refers to a connection with the client as direc 
tor, officer, or employee either currently or 
during the period covered by the examination, 

It would appear to me that the rules of the 
various Societies should be expanded to include 
a definite statement that the CPA reporting on 
the accounts of a firm should in fact be inde. 
pendent and should not limit the concept to 
financial interest alone or restrict the conse. 
quences to the mere disclosure of financial or 
personal interest in the firm reported on. At 
the same time that the strengthening of the 
rules is undertaken, equal effort should be de- 
voted to achieving uniformity and eliminating 
pointless differences. 


Winuiam J. Ser, CPA 
New York, N.Y. 


The State Should Allow Accelerated 
Depreciation Methods 


Aside from the problems of reconciling “a: 
cepted accounting principles” with tax law and 
regulations in general, the practitioner has the 
added problem of reconciling the Federal with 
the State tax returns. For the most part, this 
is not too serious. 

One subject, however — depreciation — pre 
sents a problem which, under certain circum: 
stances, can make life for the accountall 
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DOES TIGHT MONEY 
HAVE YOUR CLIENTS 
IN A SQUEEZE? 


We offer Accounts Receivable 
financing . . . Mortgage financing 
. « « Inventory loans . . . to help 
ease this squeeze. 

For a professional approach to working 
capital requirements . . . work with a 
firm that understands your problems 
and your clients’ problems. Consulta- 
tion in strict confidence. 


Call for Bulletin A: “How a CPA 
Can Improve His Clients’ Financial 
Position.” 


Funps For Business, INc. 
Commercial Financing 


120 East 41st St. New York 17, N. Y. 
LExington 2-3916 
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| 
ITAX FORMS, 
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| PRINTED BY 


| FACE 


| ORIGINATORS 





of Two-Sided Printed translucent masters 


HEADQUARTERS for: 
[ TAX FORMS 


ANALYSIS PADS 





With reproducible or non-reproducible rules i 





CUSTOM DESIGNED FORMS 


For every accounting and office system 
Write for FREE SAMPLES & QUOTATIONS 


TRANSFACE PROCESS COMPANY 
170 Varick Street, New York 13, N. Y. 
i Telephone: WAtkins 4-5985 
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| benefit by larger deductions, it catches up with 
| him in the end. 


partnership for a client. Partners can number 


| of depreciation similar to that of the Federal 


| 
| 





balance method cannot be used. 
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almost unbearable. 

Under sec. 167 of the LR.C., the taxpayer js 
permitted to use the straight-line, declining. 
balance sum-of-the-years-digits methods,| 
among others. This recognizes the varying cir. 





or 


cumstances under which depreciable propert 
used in a trade or business can be consumed 
in the course of operations. This is particu. 
larly true with real estate where the older th: 
building, the greater the repairs. The deelip. 
ing-balance method, at 150% of the straight. 
line rate, has been acceptable to the Treasury 
Department for many years. Now the 1954 
Code permits 200% of the straight-line rate, 
commonly called the double-declining-balance 
method. 

Not so the State. There you may only use 
the straight-line or units-of-production method, 
Accelerated methods are not acceptable and 
while the law, sec. 360, does not say so, the 
State Tax Commission says the declining. 
WHY? No 
matter which method of depreciation a tax- 
payer adopts, he cannot recover more than his 
cost or adjusted basis. If at first he seems to 


But look at the poor accountant who has a 
from 2 to 100 or more! The partners pick wp 
on their individual returns, their distribut've 
shares of the profit or loss. Imagine the ce 


fusion where for Federal Tax purposes t 
150% or 200% declining-balance method 


used and for State purposes depreciation is 
computed the straight-line method. It 
almost requires the keeping of two sets of 
books! 

The State is beginning to question returns 
on which the declining-balance method of de- 
preciation has been taken and is disallowing 
the deductions. In my opinion, the State will 
eventually have to allow an accelerated method 


on 


Government and it will result from the outcry 
of outraged accountants and tax practitioners. 
Why wait until too many people are incon- 
venienced. Let’s make our voices heard now! 
And let the Society’s be the loudest! 


Bernarp B, Bopyer 
New York, N. Y. 


Federal and State Returns — 
Elimination of Differences in 
Taxable Income 


Now that I have completed the calendar 
year income tax returns of my clients, perhaps 
a little earlier than some of my less fortunalt 
colleagues, I am writing to suggest a way lM 
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which unreasonable year-end burdens can be 
lightened. 

Is there any reason, based in logic or good 
administrative procedure, why our State should 
have different rules from the Federal for com- 
puting taxable income and deductions? Is 
there any reason whatsoever why tens of thou- 
sands of man hours should be wasted in our 
high-speed, mechanized economy in reconciling 
taxable income per 201 with taxable income 
per 1040, typing 201’s, computing them, check- 
ing them, and so on ad infinitum? The prob- 
lem is especially aggravated because of the 
current scarcity of qualified personnel. 

Is there any reason, in short, why the State 
of New York cannot accept a carbon copy of 
the Federal return as the State return and ac- 
cept a percentage of the tax paid to the Fed- 
eral government as the New York tax? If a 
valid reason exists I do not know what it is. 
I recognize that there may be technical prob- 
lems involved, but other taxing authorities 
(the State of Iowa and the Territory of 
Alaska) have solved them, cut the Gordian 
knot, and adopted rational local income tax 
statutes based on the Federal Code. 

We succeeded in having the magic date 
postponed from March 15th; surely, with suffi- 
look for- 


ward to progress in resolving this problem as 


cient professional interest, we can 
well, 


Irvinc Koenic, CPA 
New York, N. Y. 


The Problem of Federal and _ State 
Differences in Taxable Income—A Reply 
by the Chairman of the Society’s Com- 

mittee on New York State Taxation 

For a great many years, CPAs have been 
plagued by “tax seasonitis”, a disease greatly 
aggravated by the fact that our Federal and 
State governments do not see eye to eye on 
matters of tax equity applied to our clients. 
Interest on Federal G Bonds is a 
of tax irritation for Federal income tax pur- 
poses, and a field for exempt-tax delight for 
New York State. Accelerated depreciation 
proves to be a tax-saving panacea for Federal 
purposes, and a non-conformist tax increment 
for State. 


source 


The question is often reiterated, “Why not 
use Federal net income as a_ base against 
which to apply State tax rates?” If this could 
be done, there would be less confusion in 
the minds of taxpayers as to what constitutes 
their taxable income; there would be less error 
in the preparation of returns by unsophisti- 
tates who are not aware of the many dif- 
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. . | ferences in Federal and State cone«pts of 
Personalized CONTACT taxable income and tax deductions; and there 


would be much reduced pressure on tlic over. 


with Clients | burdened accounting profession in tie han. Ou 
. | dling of its physical work load during tax numb 

as , | 5 ? £ y 
each month with the | ("| a 
_ . = ae Array” Mere ee . Pees fey The 
CLIENTS’ SERVICE REPORT | Ihe answer is that it can be done, and it ‘ 
should be done—but not under our present Sin 
To help you maintain contact with your | New York State Tax Law. in the 
a ao wr a month a real | To accomplish the desired end, it is neces. - 

coodwill-builder, a bulletin containing cur- Segal me S ; 

te pod dalecaailes The Clients Service | ones hiret of all, to scrap the existing Tax “4 oe 
Report is intended ine the CPA whe dom Law. We could then adopt Federal net in. where 
not have the time for the necessary research | Come as a starting point, and compile a But 
to produce a monthly prestige-building tax volume of the exceptions, limitations and Pole, 


letter. We do the spade-work, send you qual- | variations from the Federal Tax Law to | a pai 


ity-printed, four-page bulletins which you | result in a State taxable income identical Oneid. 
mail to your clients. The CSR is available | with our present State taxable income. To Canto} 
only to CPAs. | this figure we could apply our presently exist. in Pla 
You will find in the bulletin authentic dis- | ing State tax rates, and both the State and Sinc 
cussions of current tax problems, written in | the taxpayer would come out unscathed. But ing, ar 


non-technical language. After years of pub- | from the mechanical viewpoint, there would our cc 


lication the CSR is profitably used by hun- : ; : é 
dreds of CPA firms throughout the country. probably emerge a resulting State tax form CPAs 


The cost of the CSR is only $15.00 per | even more involved, confusing, and dissimilar inferio 
month plus 10¢ per copy. Subscriptions may | from the Federal, than our present one is. So 1 
he cancelled at any time. Sample copy on | A second alternative might be to take Fed- nac In 
request. eral net income as a starting base, and apply we Wi 

sufficiently increased State tax rates to the guaran 


Accountants’ Publishing Co. 


i hase, to result in the same income leve 
185 Devonshire Street Boston 10, Mass. ‘ 


for State budget requirements. This would be 
fine for the State, and wonderful for the tax 
practitioner, but would substantially — shift 
the tax burden as far as the taxpaying public 
is concerned. While it may be decided that 
this is desirable, shift in tax burden is always 


BUSINESS LOANS 


Accounts RECEIVABLE - - 


MACHINERY MORTGAGES slow and difficult to effectuate politically, and | -— 
NON-NOTIFICATION therefore delays the solution. y 
CONFIDENTIAL | Another alternative might be to apply the 
? K a . n present State tax rates to Federal net income 
Consultation Without Obligation as a base without adjustments. This, how- ST 
Since 1940 ever, would very materially reduce the State 


MIDTOWN FACTORS CORP. budget, and is fiscally an almost impossible BosTOs 


1441 BROADWAY N. ¥.C, | clution- a 


° . Many other practical and impractical alter- 
CHickering 4-3073 ee _— mana: 
natives may be available; but on consideration | ——— 


= = —— | it becomes apparent that, to embark on a 
change to Federal net income as a base for 
State taxable income, requires a great deal 




















Accountants | of thought and study. Perhaps, the approach 
CC Controllers should be to establish a. legislative, or ad: 
| ministrative, or joint committee to study the 
— Office Managers matter with all a the legal, fiscal and poli: 
Bookkeepers tical information and implications at hand. 
p In that way, it may be possible to bring the 
ersonnel] 6 Federal and State measures of taxable in- 
come into conformity. 

A 509 Fifth Avenue 

gency New York 17, N. Y. Miriam I. R. Eouss, CPA 





Chairman, Committee 0 
New York State Taxation 
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An Adirondack View 


Our Azygous Members are decreasing in 


number. With such a name, it is probably a 


good thing. In 1952 there were 78 of us. | 


The 1956 Society directory lists only 54. 

Since these members are the only CPAs 
in their bailiwicks, it may be that the CPA 
trend is more CPAs in the smaller places. 


It looks as tho there are now two or three | 


where there used to be only one. 


But way upstate here, nearest the North 
Pole. some of us are still alone—not one of 
a pair, odd—per the dictionary. 
Oneida, Leary in Massena, Guilmette in 
Canton, 
in Plattsburg and little me—here. 

Since we work alone at this Cleaning, Press- 
ing, and Altering work, we need to get out to 
our conferences. We need to see what other 
CPAs look like—and thereby get rid of any 
inferiority complexes. 
you-all at 
nac Inn June 16 to 19. Bring your questions; 
we will have the 30-day 
guarantees. 


So we-all will be seeing 
answers—but no 
Houcuton, CPA 


Saranac Lake Branch of 
the “Adirondack Chapter” 


LEONARD 
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A seminar on 


ESSENTIALS 


PUNCHED CARD 
ACCOUNTING 


will be held in 

New York City 
June 4, 5 & 6, 1957 
from 6:45 to 8:45 pm. 


For further information, please write 
INSTITUTE FOR MANAGEMENT 
Procress, INc. 

475 Fifth Avenue 
New York 17, N. Y. 
MUrray Hill 3-1093 
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Classified Section 


RATES: “Help Wanted” 20¢ a word minimum $5.00. 
minimum $3.00. 
Closing date, 10th of month preceding date of issue. 


$2.00. 15¢ a word, 


words. 


“Business Opportunities” 


“Situations Wanted” 10¢ a word, minimum 
Box number, when used, is two 


ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 
ee 


Avenue, New York 22, 


HELP WANTED 


Accountant-Office Manager, for 
CPA office, Grand Central area, 
opportunity for qualified applicant, 
advantageous, state all 
salary. Box 


medium 
excellent 
previous 
similar experience 


previous employment, education, 


1136. 
Accountant, N.Y.C., top senior capable 
of handling substantial audits, investigative 


engagement, and wide range of control and 
management problems, well established firm, 


write full particulars. Box 1141. 


Accountant Supervisor, CPA, for 
nent position with well established midtown 
Manhattan CPA firm, no travel, good future 
for the right man, submit experience, salary 
desired. Box 1150. 


perma- 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk pro- 
vided for interviewing, $6.50 per month, direc- 


tory listing. Modern Business Service, 505 
Fifth Avenue (42nd Street). 

Justin Jacobs, investment _ information, 
portfolio analysis, no charge for these profes- 
sional services. DIghy 4-7140. 

Statistical Typing, IBM typography, offset 
printing. Gitsham’s, 480 Lexington Avenue, 


N. Y. 17, PLaza 5-6432. 

CPAs, N. Y., N. J., Conn., W. Va., AIA, 
established over 20 years, heavy taxes, man- 
agement (IE, MBA), substantial cash, seek 
practice, accounts. Box 1130. 


CPA, 13 years public accounting and tax 
experience, earning $10,000., 
with overburdened or retiring practitioner or 
firm with potential partnership 


seeks association 


growth to 


BUSINESS OPPORTUNITIES 


CPA, 42 with small but growing and lucrative 
practice, excellent practical and_ theoretical 
background, occupational deferrment as CPA 
during the war, former Internal Revenue 
Avent, seeks association leading to partner: 
ship with larger firm or well qualified CPA, 
M. Kratter, 60 East 42nd St., N. Y. ¢ 


CPA, interested in sharing services of an avail- 
Call Miss 


able experienced Junior Accountant. 
Levy at LO 4-0160. 


335 Broadway, (93 Worth Street) Pres. 
tige Building, 1900 square feet, attractive ex- 
ecutive offices, excellent lighting, immediate 
ideal for accountants, air-condi- 
reasonable rent. Fisher, 


possession, 
tioned if required, 
WO 6-0350. 

Accountant, CPA desires to share office 
space or small room in accounting office with 
chance to use junior one day per week. Box 


1137. ‘ 


Junior Accountant, CPA has good junior 
with two-two and one-half days free weekly, 
wants to share junior with another CPA avail- 
able June 1. MU 3-5989, 


CPA; 30, B:S., N. Y. U., 
ence small and medium CPA firms, 
references, investment in junior partnership. 


Box 1138. 


eight years experi- 
excellent 


Private Office, in suite occupied by CPA and 
attorney, very desirable midtown location. Box 
1139. 


CPAs, partnership level experience (auditing, 
systems, taxes), seek to purchase practice, 
vicinity $50,000 gross, in N. Y. C. metropolitan 
area. Box 1140. 


status. Box 1131. 

CPA, N. Y.. N. J. AIA, heavy taxes, man- Accountant, has large room in beautiful suite 
agement (IE, MBA) substantial eash, seeks for rent, stenographic and telephone services, 
practice, accounts. Box 1132. Broadway address. WOrth 2-5587. 
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BUSINESS OPPORTUNITIES 


Statistical Typing, tax returns and financial 
statements, by girls especially trained for CPA 
work, typed on IBM electric typewriters and 
thoroughly checked. Emily Gagliano, MUrray 
Hill 2-3383 or CLoverdale 8-5090. 


N. Y¥., N. J., controller, CPA offers outstand- 
ing management background and public ac- 
counting experience for partnership interest, 


experiences include financial controls for 
single and/or multi-corporate organizations, 


modest investment possible, can relocate. Box 


1145. 


Two Society Members, require two offices in 
professional suite plus outside space for three 
legal files, stationery cabinet and typewriter 
desk for own part-time secretary (or secretar- 
ial services furnished), require telephone mes- 
sage service, air-conditioned or AC current, 
between 34th and 57th Streets and 5th and 
8th Avenues. Box 1147, 


CPA, offers residence, adjoining office and 
local practice for sale to CPA in fast growing 
Suffolk County town. Box 1148. 


CPA, desires to purchase accounts, cash avail- 
able, will also consider proposals for an inter- 
association, excellent background, ref- 


1149. 


est or 


erences, Box 


CPA, 
with small clientele and thorough public ac- 
counting background, seeks proposition with 
Box 1152. 


35, capable, personable, conscientious, 


promising future. 


CPAs, N. Y., gross $45,000.-$50,000., seek as- 
sociation with similar practitioner or practi- 
tioners with a view towards eventual merger. 


Box 1153. 





CPA Firm, established 12 years, 2 partners, 
36 years of age, $30,000. gross, seeks partner- 
ship or association with overburdened or re- 
tiring practitioner with quality accounts. Box 


1154. 


CPA, N. Y., gross about $50,000, with mid- 
town office desires association with smaller or 
similar practitioner, aim merging practices or 
joint administration and other mutual benefits. 
Box 1155. 


SITUATIONS WANTED 
CPA, age 40, 


all phases of accounting, with emphasis on 
institutions, nonprofits, fund raising, hospitals, 
investments, funds, real estate, seeking part- 
time or per diem work. Box 1133. 


1957 


20 years public experience in 
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SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 


countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C., 
telephone LOngacre 4-1740. 

Assistant Comptroller, CPA, law degree, 


presently employed, seeks better opportunity, 
over 25 years diversified experience, public 
and private, office management, financial state- 
interna} controls, credits and coi!ec- 
tions, taxes. Box 1134. 


ments, 


CPA, age 37, own practice, diversified public 
experience, seeking diem 


work. Box 1135. 


part-time or per 


CPA, ambitious, matured, 
ence all 


diversified experi- 
phases accounting, reports, taxes, 
management of business and personnel, last 
position financial secretary, chief accountant 
and treasurer, seeks position with private firm. 


Box 1142. 


CPA, Society member, ten years good experi- 
ence, desires per diem work. Box 1143. 

Tax Attorney, Columbia educated, thor- 
oughly trained all phases federal income, es- 
tate, and gift taxes, seeks part-time association 
CPA firm. Box 1144. 


Third Year Accounting Major, desires sum- 
mer employment, prefers public accounting 
firm, available June-mid-September, diligent 
worker. Wharton School student. Stephen 
Greenberg, 201 Eastern Parkway, Brooklyn 38, 
New York. 


CPA, attorney, lecturer in taxation, thorough 
experience all phases tax practice, seeks per 
diem position. Box 1146. 


Would You Care to implement your pro- 
fessional services with these latest 


manage- 
ment tools? Statistical controls, inexpensive 


electronic data processing, psychological selec- 
tion of your clients’ personnel for obtain- 
ing greater efficiency, sampling as a function 
of auditing, office and plant production stand- 
ards, will also undertake to educate your 
clientele on the merits of these new tech- 
niques, fifteen years experience in these areas, 
CPA (N. Y.) plus academic and industrial 
experience in engineering, statistics and psy- 
chology, will relocate to the southwest. Box 
1151. 
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MEADOW BROOK’S REVOLVING CREDIT 
: 























IS THE ANSWER! 


If money is tight, you have to be more firm with your customers, 
who also feel the effects of the squeeze. 


The tight money market has many commercial borrowers in pinched 
circumstances—many cannot qualify to draw on the limited supply of 
credit. However, the customer using The Meadow Brook Revolving 
Credit Plan will be taking discounts and continuing to operate as usual. 


Under the Meadow Brook Plan we permit your Accounts Receivable 
or Inventory to work for you. The cost is nominal. Your customers 
are not notified. You continue to collect your accounts. 


FOR COMPLETE DETAILS, WRITE OR PHONE MR. HENRY DENGEL 
West Hempstead, N. Y. IVanhoe_ 1-9000 





The 
MAE AIDOW /BROOK 


meationcal hank 





CONVENIENT OFFICES THROUGHOUT NASSAU COUNTY 
Member Federal Deposit Insurance Corporation 
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Two Major Society Meetings 


In May and June there are two events which should be of 
great interest and give promise of pleasure to the members of 


the Society. 


On May 13th the Annual Meeting takes place. It will be 
a dinner meeting at the Hotel Roosevelt and the speaker will 
be Malcolm Wilson, member of the Assembly from Westchester. 
Why should you be sufficiently interested in this meeting to 


attend? 


1. It is the meeting at which you can show by your pres- 
ence your support of the Society. We have had general meetings 
and technical meetings during the year which have been well 
even the general meetings—has 





attended, but each of these 
provided important professional material and discussions which 
made it technically rewarding to attend. The dinner meeting 
of May 13th is truly a support meeting and is intended to 
provide the opportunity to show support of the Society—its 
program, its activities, its administration. A good attendance 
will be encouraging—a poor one discouraging. 


2. The speaker, Malcolm Wilson, is a most engaging one 
and a long-time friend of the Society. It was he who intro- 
duced and supported in Albany the last legislative bill the 


Society proposed. 


3. You will help celebrate the Sixtieth Anniversary of the 
founding of the Society—the oldest Society of Certified Public 
Accountants in the country. This is memorable in itself. 


|. You can fittingly welcome the new President of the 
Society and the new officers and directors who will be part of 
nex! year’s administration. 
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5. You will enjoy seeing many of your friends in the 
»rofession. 
I 


The June event is the Annual Conference at Saranac Inn, 


June 16th to 19th. The emphasis here is on pleasure. While 
the Meetings Committee is providing a program with excellent 
technical material, the heart of the meeting is in the enjoyment 
of being together in a delightful relaxing atmosphere. The 
spring meetings started in 1934 when the first one was held 
at Kan-Ya-To Inn at Skaneateles Lake. It was a one-day session 
held on Friday but the suggestion was made that those present 
stay through the weekend. The success of the meeting brought 
a two-day session in 1935, also at Skaneateles Lake. The third 
was held at the same Kan-Ya-To Inn in 1936, but alas, there 
was an increase in the room cost reported in the Society’s 
Monthly Bulletin for June 1936—“The rooms with running 
water will range from $1.50 for each person for double beds to 
$2.50 each for single beds”. Again we were in Skaneateles for 
1937, with costs increasing, the room rates were now from $1.75, 
with the meals from $0.40 for breakfast, to $0.75 for lunch and 
$1.00 for dinner! This was only twenty years ago! 


The conference was held at various resorts, Holl’s Inn on 
Fourth Lake, Higby’s on Big Moose Lake, The Sagamore on 
Lake George, and for eight out of the last ten years at the 
Saranac Inn. The popularity of these gatherings has grown 
steadily—so much so that last year we were about at the point 
of having to refuse further reservations. 


They are wonderful occasions with exercise, relaxation, 
mental stimulation and, above all, good fellowship. If you want 
to attend at Saranac, be sure to get your reservations in early. 


Artuur B. Foye, 
President 
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lnitiating Effective Liaison 


Between Banker and CPA 


By FRANK D. TERRY 


This article deals with the long-discussed problem of what bankers should 
want to know about accountants, how the information might be obtained, 
and some ways in which the accountants and bankers working together 


can further their activities. 


A recent article entitled “How Can 
Bankers Obtain About 
CPAs?” conveyed a thought-provoking 


Information 


message by the author, Mr. Garrett T. 
Burns, Chairman of the Committee on 
Cooperation With Bankers of The New 
York State Society of Certified Public 
Accountants. The article was published 
in the January 1957 issue of the Soci- 
ety’s monthly magazine, The New York 
Certified Public Accountant, and was 
reprinted in the February 1957 issue 


of the Bulletin of the Robert Morris- 


lssociates. Our objective here is to sup- 


plement and by suggestion offer practi- 





Frank D. Terry is Vice-President of 
The First National City Bank of New 
York, having joined the First National 
bank of the City of New York in 1933. 
lle is the current Chairman of the Com- 
mittee on Cooperation With Public Ac- 
the New York Chapter of 
the Robert Morris Associates. 


countants of 


1957 


cal implementation to the policy con- 
siderations presented by Mr. Burns. 


Nature of the Problem 

The question of how, when, where and 
to what degree information about ac- 
should be disseminated has 
been many times over the 
years by members of the Accounting and 
Banking professions. The problem has 
yet to be resolved in a clear-cut fashion, 
and remains today a lively topic on 
which opinions vary widely. From the 
bankers’ point of view, prudent lending 
policies have long dictated the necessity 
of being able to place unquestioned re- 
liance on the audited report of a pros- 
pective borrower's financial condition 
certified to by independent CPAs. No 
problem, of course, exists where the 
banker is acquainted with the firm or 
individual practitioner who made the 
audit, and with whose experience and 
capabilities the bank is thoroughly fa- 
miliar. The other side of the coin is the 
instance where the audit has been pre- 
pared by a firm or individual practi- 
tioner regarding whom the banker is 
completely uninformed. 


countants 
discussed 
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Background Data Desired 


The immediate question is what the 
banker would like to know about the 
man or men who prepared and certified 
to this audit. Obviously, he would like 
to know something of their background 
and education, their years of experience, 
the areas in which they have specialized 
in the Accounting profession, and the 
extent, if any, of financial interest in the 
client. Certainly in the case of a firm, 
he would like to know the names of the 
partners and similar information about 
them. 


Probably equally helpful to him would 
he the names of several banks familiar 
with their work, and in this respect it 
does not seem that any confidential area 
is violated. It is common practice in 
many banks to keep a record of the cli- 
ents of the accountants with whom the 
bank is acquainted, which record is 
easily brought up to date yearly as the 
annual reports of the bank’s customers 
are received. While such a record is 
helpful, it obviously is of no avail when 
the banker comes face to face for the 
first time with the work of an account- 
ing firm not included in his list. 


Centralizing Information not Feasible 


While it has been suggested that some 
general agency might undertake to pro- 
vide information regarding CPAs, and 
there has been some discussion of the 
State Society's undertaking the task, a 
number of considerations seem to out- 
weigh the favorable aspects of that ave- 
nue of approach to the problem. Prob- 
ably not all of the accountants would 
care to make available to such an agency 
the detailed personal information re- 
quired. Certainly the administrative 
burden falling upon such an agency 
would greater load than 
might be justified by the results and, 
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of course, probably the most importan: 
consideration would be the heavy te. 
sponsibility resting upon those 
would provide such informatioi to re. 
sponsible inquirers. 


who 


The CPA as Best Source of 
Information 


Considering all of the facets of the 
question, it seems probable that at this 
juncture the accountant himself consti: 
tutes the best source of such informa. 
tion, and certainly, considering the 
intimacy of the accountant-client rela- 
tionship, good judgment would seem to 
indicate that he is in the best position 
to exercise discretion in the dissemina- 
tion of information which relates to his 
clients, and his activities and abilities 
in their behalf. 


It would seem to be the part of wis- 
dom for the individual practitioner or 
smal] firm at the outset of their practice 
to establish a friendly relationship with 
the principal banks or branches of banks 
in the area where their practice is con- 
centrated. This should not involve the 
expenditure of a great deal of time or 
effort on the part of the accountant, nor 
does it by any means imply the necessity 
for establishing or maintaining unneces- 
sary deposit relationships. 


Informal and Personal Contact 


Presumably, the situation could be 
covered by a half-hour chat once or 
twice a year with the principal loan- 
ing officers at these selected banks or 
branches. The atmosphere thus created 
within the banking fraternity of a per 
sonal and friendly knowledge of the ac- 
countant by the banker cannot escape 
being helpful. and when at some future 
time that accountant’s certificate appeals 
in connection with the figures of a new 
customer of the bank, the question of 
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their acceptance will largely have been 
dispelled. 

It also follows that since banks co- 
operate closely with each other in the 
exchange of information, the banker in 
acase such as this would be in a posi- 
tion to give a much more helpful com- 
ment regarding an accountant or his 
firm where he had been in personal con- 
tact with the people involved, even 
though he might not have had any direct 
experience with their work. In short, 
there can be no question that the ac- 
countants themselves can do much to 
broaden their acquaintanceship in bank- 
ing circles, and in so doing cannot only 
increase the acceptance of their figures 
and thereby their degree of value to 
their clients, but also make available to 
the financial community a knowledge of 
their abilities and specialties. This could 
lead to the development of attractive new 
business for the accountants, since banks 
usually insist on audited figures where 
they previously have not been supplied. 
Under such circumstances it is not un- 
usual for a customer to ask the bank for 
the names of one or two accountants or 
firms to be considered for the assign- 
ment. 


Initiation of Contact by the Bank 


Reverting to the case of the bank 
which has in hand figures certified to by 
accountants unknown to it. the question 
ishow the bank can obtain the informa- 
ion it needs about that 
rapidly, tactfully, and in sufficient detail 
lo allow the bank to process the loan 
application soundly and speedily. The 
consensus of many people who have 
iver time and thought to this matter 
ems to he that a letter directly from 
the bank to the accountant concerned 
tobably is the best method of approach. 


accountant, 


It is impossible, of course, to incorpo- 
‘ale in a reasonably brief letter all of the 
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suggestions and ideas which have been 
offered both by bankers and accountants 
as to the text of such a letter. 


Text of Suggested Letter 

The following example of a letter 
which might be used certainly is not 
put forth as meeting all of the requisites 
suggested by the many people who have 
been concerned with the drafting of it, 
but rather is an attempt to put on paper 
the general approach which would seem 
to be best under the circumstances. 


y 
Name of Partner 
Firm Name 


Address 


Dear Mr. Partner: 


We are always seeking to broaden our 
acquaintanceship in the Accounting profes- 
sion and thereby increase in number the ac- 
countants with whose work we are familiar. 
Thereby we are able to respond to our 
customers’ requests for credit more rapidly. 

From time to time we receive from our 
customers or prospective customers financial 
statements certified to by accountants with 
whom we are not acquainted, and about whom 
we have no knowledge. When this occurs it 
is our custom to contact the accountant di- 
rectly, as we are now doing in your par- 
ticular case. 

At the moment we are examining financial 
statements reported on by you for the 
Gas Ranawes Nace ees Company, one of your 
clients. Therefore we would like very much 
to make your acquaintance and have the op- 
portunity to visit with you here at the bank 
in the event you could find it convenient to 
If such 
a visit is not possible, we would find it most 
helpful if furnish with the 


names of your partners and such other in- 


call sometime in the next few days. 


you could us 
formation regarding your practice as you be- 
lieve would be valuable to us in reaching a 
decision as to the credit request we have un- 
der consideration. Needless to say, the areas, 
if any, in which you specialize, as well as the 
names of any of the local banks which are 
familiar with your work, would be of par- 
ticular assistance. 
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Your courtesy and cooperation in this mat- possible. Telephone calls and corp 
ter will be appreciated, and we hope it will spondence as a substitute naturally yw; 
prove convenient for you to visit with us. be helpful, but there really is no com Ey 
plete substitute for personal contact ay é 
the opportunity for the banker and th 
accountant to sit down together for ; Tel 
few minutes of good old-fashioned coy 

Obviously, the most satisfactory result versation. After all. if we are to «. 
for all concerned will be a visit by the operate with each other it is essentif By Jo 
accountant to the bank, if that is at all that we know each other. 


Very truly yours, 


No Substitute for Personal Contact 


Why An Audit? UHF 

Inasmuch as the businessman bases his management decisions on finan- logs: 
cial statements, he must be certain that such statements are reliable. His of a 
hest assurance of their reliability is to have them audited at least annually encot 


by an independent certified public accountant—a professional practitioner 
whose function is to determine the facts and present them clearly. 


The certified public accountant, however, is more than a specialist in 


financial records and statements. His wide experience with business records Tada 
and problems is in other ways valuable to the businessman. He brings to Wher 
his clients the knowledge acquired in many lines of business with respect 
to such matters as systems, cost controls, tax procedures and budgets the fin 
knowledge which management needs today for sound financial planning. lation 
Thus the purpose and benefits of employing a certified public accountant prograr 
go far beyond the mere substantiation of assets, liabilities, income and miliar 
expense, little al 
The professional opinion of the certified public accountant, in the form parados 
of a concise, self-sufficient written certificate submitted in accordance with — 
the accepted standards of the accounting profession, is the most important breaks, 
feature of the accountant’s report—it is the obiective of the audit service for C0-OpS, 
which the accountant is engaged. ted line 
if such 


In making an audit, the certified public accountant must himself deter- 


: hg day lan, 
mine the scope of the examination necessary to enable him to express an : lan; 


with tel 


unqualified opinion of the financial statements of the business. He must be 


permitted to make such tests and checks as he considers necessary to give dificult 
an unqualified professional opinion. If, for example, receivables and inven- lerms th 
tory are material and the accountant is restricted in confirming receivables industry 
or verifying inventories, he will be unable to express a satisfactory opinion. guage 0! 


The certified public accountant cannot be expected to do more than his the kno 


client authorizes, for the accountant is also a businessman and must be — 
adequately paid for the services he renders. If the scope of his audit is loun H 
unduly restricted, he cannot render the most effective service of which he : h V 
is capable. For this reason unrestricted audit engagements are recom- fe de 
mended. Their cost should be regarded as a normal operating expense rouse 
necessary to good management. {mericai 
New Jer 
from FINANCIAL STATEMENTS FOR BANK CREDIT Vational 

Purposes, Robert Morris Associates, 1951. tants, 

May § 1957 
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Examining the Financial Statements of a 
Television Broadcasting Station 


By Joun H. Reeazzt, C.P.A. 


UHF and VHF stations, frequency allecations, FCC requirements, station 
logs: These are illustrative of the technical terms associated with the audit 


of a television station. 


The author, in summarizing the major problems 


encountered in such examination, also clarifies the related technical features. 


Industry Background Data 

When an auditor is asked to examine 
the financial statements of a television 
station he may feel that from seeing the 
programs in his living room he is fa- 
miliar with television and yet knows 
little about it. The writer had such a 


paradoxical feeling when words like 


{SCAP, frequency discounts, station 
breaks, spots, affiliations, syndications, 
co-ops, participations and interconnec- 
ted lines were used in conversation as 
if such words were part of our every- 
day language. 
with television terminology is no more 


‘dificult than trying to understand the 


terms that may be encountered in any 
industry which has developed a lan- 
suage of its own. As a matter of fact. 
the knowledge gained about television 





Joun H. Recazzt, C.P.A., is a manager 
nthe New York office of Price Water- 
house & Co. He is a member of the 
Imerican Institute of Accountants, the 
Yew Jersey Society of CPAs and the 
Vational Association of Cost Accoun- 
fants, 
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Needless to say, coping - 


from seeing the programs in the home 
and by reading newspapers and period- 
icals may be of great assistance in mak- 
ing an examination of the station’s fi- 
nancial statements, as one may learn 
from these sources: 

1. The length of the broadcasting day. 

2. If the program is a local or a net- 
work presentation. 

3. If local, whether it is live or filmed 
and if live, the origin, the artists, 
and the program material used. 

4. Whether the program is sponsored 
or not and if sponsored, the name 
of the advertiser. 

5. The type and extent of other com- 
mercial announcements (commonly 
known as spots). 

6. Networks from which 
receives programs. 


the station 


In few other industries may the audi- 
tor or any other interested party have 
at his fingertips so much outside in- 
formation about a company’s activities 
as in the broadcasting field. Of course, 
a station’s activity is not limited to what 
is seen on the screen, because what we 
see is the end product of various be- 
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hind-the-scene functions performed by 
technical and administrative personnel. 
Information obtained externally will, 
nevertheless, be extremely useful in 
carrying out an efficient examination 
of the station’s financial statements. 
Commercial television broadcasting 
is an infant industry only ten years 
old; however, in that short span of time 
it has replaced radio as the premium 
air wave entertainment medium. Radio 
itself is relatively new. Before the 
1920’s, radio was considered to be a 
signaling device, but once its entertain- 
ment value was recognized it was not 
long afterwards that broadcasters be- 
came cognizant of radio’s advertising 
potential. Radio transmits sounds by air- 
borne electrical impulses; — television 
transmits both pictures and sounds by 
similar impulses. It was. therefore. 
only natural that television develop 
from radio broadcasting and, as a con- 
sequence, television stations have fol- 
lowed to a great degree the business 
and operational practices used by the 
radio broadcasters. While an_ out- 
growth of radio, television may more 
properly be considered a potpourri of 
theatre. vaudeville. motion pictures and 
radio. In live shows, it brings the 
theatre and vaudeville into your home: 
filmed shows are generally produced 
in motion picture studios; many of the 
programs are reissued motion pictures 
and the voice emanating from your 
receiver is the same voice 
Accordingly, the audi- 
tor’s familiarity with other entertain- 
ment mediums will also be useful in 
examining the statements of a televi- 


television 
heard on radio. 


sion station. 


Frequency Allocations by FCC 


Like radio, broadcasting 
comes under the jurisdiction of the 
Federal Communications Commission 
(FCC) which has been given by Con- 


television 
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gress certain powers and responsibil. 
ties in the communications field. Two 
of the Commission’s most important 
powers in regard to broadcasting are 
the allocation and assignment of radio 
frequencies. Allocation is the designa. 
tion of the portion or bands of the 
radio spectrum which may be used }y 
television and the various other users 
of air waves, like police, marine, tele. 
phone and amateurs. After allocation 
the Commission must then assign fre. 
quencies in the designated bands to in- 
terested parties. Such assignments of a 
particular frequency in any of the 
three television bands are made by 
means of a license which may be re- 
newed every three years. Regardless 
of whether a station operates in the two 
VHF bands (very high frequencies — 
channels 2 to 13) or the UHF band 
(ultra high frequencies—channels 14 
to 83) the present FCC studies to find 
ways of alleviating hardship encoun. 
tered by UHF stations may have a 
hearing upon examination of financial 
statements, especially as to valuation 
of capital assets and the depreciation 
policy thereof, as later discussed. 


UHF and VHF Stations 


UHF stations have always been at 
a disadvantage principally because (1) 
VHF stations were in operation five 
years before the UHF’s and (2) prac: 
tically all receivers are designed to re 
ceive only VHF stations. Yet there is 
a need in the United States for more 
stations than can be accommodated in 
the two VHF bands. Many proposals 
have been made to the FCC during their 
study of this matter. One of the pro- 
posals would create only UHF stations: 
hence all VHF stations would have to 
convert for transmission on a UH 
frequency. Another proposal would de: 
intermix VHF and UHF stations in 
the same coverage area; thus a cil) 
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like St. Louis which has at the present 
) VHF and 1 UHF stations, would have 
either 3 VHF or 3 UHF stations. Still 
another proposal would eliminate the 
10% manufacturer’s federal excise tax 
on television sets built to receive both 
VHF and UHF channels without fur- 
ther conversion costs. Which proposal 
or other solution the Commission will 
adopt is uncertain and, accordingly, the 
eflect upon the stations is not presently 
determinable. 


Requirements of the FCC 

Where a company is subject to gov- 
ernmental regulatory bodies,  deter- 
ination should be made as to what 
elect regulations may have upon the 
accounting and auditing of such com- 
pany. While the FCC promulgates 
rates, accounting and depreciation regu- 
lations for the common carrier com- 
munication services, like telegraph and 
telephone, they do not do so for the 
broadcasting industry, nor do they spe- 
cily auditing requirements. Generally 
the only FCC accounting requirement 
is that the broadcaster submit yearly a 
profit and loss statement in the pre- 
vribed form and certain other financial 
information. However, there is one non- 
accounting requirement of the FCC 
which has an important bearing upon 
an examination. Like the ship at sea, 
the station must maintain a log of 
when and what the station has trans- 
mitted over the air waves. It is the 
‘ation’s official “shipping” notice and 
the proper maintenance of this record 
's of paramount importance. Regula- 
lions of the FCC state that “each log 
‘hall be kept by the person or persons 
competent to do so, having actual 
‘nowledge of the fact required, who 
‘hall sign the log when starting duty 
and again when going off duty.” While 
the regulations do not specify the type 
f personne! who shall maintain the 
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log, the work is usually performed by 
announcers or engineers. From an 
auditor’s standpoint of even greater im- 
portance is whether there is adequate 
internal control over the preparation 
and maintenance of the log. 


Gross Air Time Revenue 


The main source of station revenue 
is the sale of air time for either a pro- 
gram or a spot announcement. Evi- 
dence of the agreement between the 
station and the advertiser is the facili- 
ties contract which may cover one or 
more programs or spots and may be 
concerned with broadcasts covering one 
or more days. Under ideal conditions, 
the air time would be sold by the sales 
section. the program produced by the 
production section, the billing prepared 
hy the accounting section, the check 
in payment received by the treasury 
section and the station log maintained 
by a person having none of the pre- 
viously mentioned functions. | When- 
ever any of these functions are com- 
mingled, the internal control over air 
time has been weakened and the audi- 
tor will have to judge the effect of com- 
mingling and the additional auditing 
tests required. 


Review of air time revenue should. 


- in addition to testing the effectiveness 


of the existing controls, provide a rea- 
sonable assurance that all revenues have 
been recorded. Normally, where one 
commodity is being sold and the maxi- 
mum availability of such commodity 
is known, an over-all test of the gross 
amount may be feasible and appropri- 
ate. Although a station’s air time is 
limited by the length of the broad- 
casting day, such factors as_ sustain- 
ing time (unsponsored time) and pro- 
portionally higher rates for shorter time 
segments do not usually permit the ap- 
plication of this auditing technique to 
a broadcasting station. If the station 
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accumulates air time revenue by pro- 
grams it may, however, be possible to 
make some satisfactory over-all tests 
by programs. Rates for air time are 
obtainable from either the station’s rate 
cards or the published standard rate 
manuals which also detail the various 
standard rebate and discount rates that 
may be earned by the sponsor. 

Broadcasting revenue may drop but 
simultaneously broadcasting costs may 
rise. This rather unusual situation may 
occur because under FCC rules each sta- 
tion must transmit for a certain mini- 
mum number of hours in order to retain 
its license. Thus, the station has a cer- 
tain amount of air time minutes that can 
be sold to advertisers and, if any portion 
of air time is not sold, the programming 
cost thereof must be absorbed by the 
station. Once the unsponsored time is 
sold, the sponsor will not only pay for 
the air time but will normally absorb the 
program costs. Because broadcasting 
revenues and costs do not necessarily 
move in the same direction, such rela- 
tionship emphasizes the importance of 
selling as much time as possible consist- 
ent with the station’s obligation to ren- 
der a public service. 


Affiliated Stations 

A broadcasting network is a grouping 
of stations (by means of an affiliation 
agreement) whereby a program origi- 
nating from one station is also trans- 
mitted simultaneously by each of the 
other stations. Generally the originating 
station is owned by the company which 
operates the network but substantially 
all of the affiliated stations are owned 
by others (the FCC does not permit one 
entity to own more than seven television 
stations—no more than five of which 
may be VHF stations). A great ma- 
jority of the television stations are afhili- 
ated with at least one of the major 
television networks, ABC, CBS or NBC. 


316 


Without networks, costly live presep. 
tations like the “Ed Sullivan Show” 
would not be economically feasible; no; 
would it be possible to render expensive 
on-the-spot coverage of great national 
public events like the political conyep. 
tions. In so far as an affiliated station 
is concerned, a network presentation 
obviates the necessity of devising pro. 
grams with all the attendant problems 
and obtaining local sponsorship there. 
for. Billing and collecting for a network 
program is the responsibility of the net- 
work; consequently, as to network pro. 
grams the station merely picks up the 
program from either a telephone cable 
or microwave radio relay and transmits 
the program over ils assigned frequency, 
For such service the station receives 
compensation from the network and 
while there is no standard affiliation rate 
(rate being negotiated by the contract: 
ing parties) the station is generally re: 
quired to carry a certain number of 
free network program hours per month 
before it is entitled to compensation. In 
regard to network programs the auditor 
must determine that the network pro- 
grams have been carried and the station 
has been compensated for them in ae- 
cordance with the affiliation agreement. 


Deduction From Air Time Revenue 

It is common practice in the broat: 
casting industry to grant rebates, dis 
counts and allowances. Rebates ant 
discounts are generally related to the 
number of times the program or spl 
is transmitted over the air waves and 
the number of days, weeks or montls 
covered thereby. As previously ind: 
cated, standard rebate and discount rales 
are generally noted in the station’s rate 
card. An allowance may be granted b 
the station to cover an adjustment i! 
the gross time rates. This may octl! 
when the broadcaster is desirous 0 
selling a particularly difficult time spo! 


Ma) 





as 
the 
col 
cre 
sta! 
at 
mis 
i 
sim 
air 
tan 
pro 
will 
tior 
tim 
hav 
whe 
the 
ing 
of 
earr 
shou 
relat 
and 
rent! 
earn 
shou 
has 
cred: 


Com: 


A 
eithe 
side 
air t 
ents, 
repre 
the s 
Adve 
comn 
statio 
centa; 
the s 
volver 
85% 
agenc 
advert 
stance 


1957 


on 


resen- 
Show” 
C. nor 
ensive 
itional 
Onven 
station 
itatior 
4 pro 
oblems 
there. 
etwork 
he net: 
‘k pro- 
up the 
: cable 
nsmils 
uency, 
eCelves 
k and 
on rate 
mitract- 
ally re: 
ber ol 
month 
on. In 
ruditor 
k pro: 
statiol 
in ae: 
-emenl 


e 
broad: 
4S, dis. 
“sand 
to th 
or spol 
es and 
months 
y_ indi: 
nt rales 
n’s rate 
nted bi 
nent 1! 
> occlll 
‘ous 0 


ne spol, 


Ma) 





Examining the Financial Statements of a Television Broadcasting Station 


as an example, a time spot opposite 
the “$64,000 Question” program on a 
competing station. Another 
credit is the “make good” whereby the 
station agrees to repeat an advertisement 
at no charge because of a prior trans- 


form of 


mission defect. 

Tests of credits may be carried out 
simultaneously with the tests of gross 
air time revenue. Of especial impor- 
tance is the internal control over ap- 
proval of credits, conformance of credits 
with contract terms and the determina- 
tion that all credits applicable to the air 
time revenue for the year under review 
have accrued. It appears that 
where there is reasonable assurance that 
the sponsor will not cancel prior to earn- 
ing the rebates or discounts, the portion 
of the credits applicable to income 
earned prior to the balance sheet date 
should be accrued so as to properly 
relate revenue and expenses. If rebates 
and discounts have been granted cur- 
rently and the sponsor cancels prior to 
earning such credits, then the auditor 
should satisfy himself that the sponsor 
has been “‘short-rated,” i.e., billed for 
credits granted but unearned. 


been 


Commissions 

A station sells air time to a sponsor 
either directly or indirectly through out- 
side firms. Advertising agencies buy 
air time from the station for their cli- 
ents, the advertisers; conversely, station 
representative firms sell for their clients, 
the stations, air time to the advertiser. 
Advertising agencies are granted a 15% 
commission on net air time sales, while 
station representatives usually get a per- 
centage of the revenue they obtain for 
the station. Where an agency is in- 
volved, the station bills the agency at 
85% of the net air time sales and the 
agency obtains its 15% by billing the 
advertiser at 100%. In all other in- 
stances, the advertiser is billed directly 
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hy the station. Commissions earned by 
station representatives are usually paid 
periodically. In many instances, a test 
of the over-all reasonableness of the 
commission will suffice. 


Revenue from Incidental Services 

Establishment of internal controls 
over the incidental services rendered by 
the station is generally more difficult 
than in the instance of air time because 
of the variety of services, the numerous 
changes, the lack of time and the fre- 
quent failure to notify the accounting 
section promptly of such services. Inci- 
dental services rendered by a station 
include such things as: rehearsal facili- 
ties, remote pickups, recordings, and 
providing special talent, news service or 
other program material. Closely related 
to incidental services are the reimburs- 
able expenses incurred by the station. 
The contract with the sponsor should, 
of course, clearly indicate what services 
and expenses are to be charged and the 
rates for the services. Tests made by 
the auditors should determine if the 
existing internal controls provide rea- 
sonable assurance that incidental serv- 
rendered to sponsors and_ the 
expenses incurred for their account are 
being promptly reported to the account- 
ing section. It is preferable for the 
station’s accounting to provide that re- 
imbursable items be charged immedi- 
ately to the sponsor rather than to an 
expense account. When such is not the 
practice, the auditor, in reviewing ex- 
pense accounts, especially those more 
susceptible to reimbursable charges, 
should be alert to amounts which rep- 
resent assets rather than expenses of 
the station. 


ices 


Salaries and Talent Fees 

Salaries and talent fees paid to three 
major groups of station personnel, i.e., 
technical and administrative, 
are the major expense in operating a 


artistic, 
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station. Personnel in the first two cate- 
gories are, in nearly all instances, mem- 
bers of various unions and minimum 
salaries and rates of pay for extra work 
are governed by collectively bargained 
agreements. Calculations of salaries in 
some instances are rather complex and 
while it does not seem that the auditor 
need review the calculations in detail, 
he should satisfy himself that the sta- 
tion is in general compliance with the 
current union agreements. Often, the 
agreements may provide for retroactive 
wage adjustments and amounts still due 
the employees must be accrued. Indus- 
try-wide fringe benefits, whereby all 
employers in the industry contribute to 
one fund, are not as yet common in the 
entertainment field; however, in the cur- 
rent agreement between AFTRA and the 
employers, the employers have agreed 
to contribute a certain amount to a joint 
employer-union managed welfare fund. 


Internal accounting controls similar 
to those appropriate in ordinary com- 
mercial enterprises are applicable to 
payments made to station personnel. 
However, the degree of internal control 
exercised over temporary personnel is 
often less than that exercised over reg- 
ular personnel because it is claimed that 
similar controls are not always practi- 
cable. Where the hiring and discharging 
of temporary personnel and the time- 
keeping functions are commingled, the 
auditor should recommend the segre- 
gation of such functions to the extent 
possible. As a minimum, because hourly 
rates are common and they may differ 
for the type of work done, the station’s 
internal procedures should provide for 
the prompt reporting of all time worked 
to the accounting section and no dis- 
bursements should be made unless the 
time worked has been attested to by an 
authorized employee or officer of the 


station. 
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A common problem in the entertain. 
ment field is the determination of 
whether a person is an employee or an 
independent contractor. If a person is 
considered an employee, the station must 
withhold income. social security, disa- 
bility and, in some states, unemployment 
insurance taxes and in addition the sta- 
tion must pay its share of the payroll 
taxes. There is, as far as can be deter. 
mined, no clear line of demarkation as 
to when a person is or is not an em- 
ployee, although it appears that the 
greater the employer’: control over the 
person the more likelihood of an 
employer-employee relationship. Very 
likely, in most instances, the person re: 
ceiving payment for services rendered 
to a television station will be an em- 
ployee. It seems that the auditor’s re- 
sponsibility in this area could generally 
be limited to an assurance that the sta- 
tion’s policy does not create unrecorded 
tax liabilities. 

A station may have a contract with 
an artist whereby the artist will parti- 
cipate with the station on a prearranged 
basis in the revenue derived from a 
particular program: such contracts may 
also contain clauses guaranteeing the 
artist a certain minimum compensation. 
To assure that all liabilities at the bal- 
ance sheet date have been recorded the 
auditor should review the major talent 
contracts and query management as to 
the existence of such participation and 
guarantee provisions. Similar arrange- 
ments may also be in effect for salesmen 
and other personnel who are in a posi 
tion to contribute to the station’s profit- 
ability. 


Film Rentals 

Lately there has been a trend toward 
the greater use of filmed rather than 
live program material. Such filmed ma- 
terial may be old movies or films pre 
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pared especially for television. Although 
both the station and the theatre rent 
films, the similarity ends there. A thea- 
tre runs a picture for a continuous pe- 
riod and pays either a fixed or a gross 
income percentage rental, while the sta- 
tion may contract to show the film at 
various intervals and/or number of 
times. A theatre may easily relate film 
costs to revenue. However, properly re- 
lating a station’s film cost to revenue is 
one of the most difficult and complex 
accounting problems faced by television 
stations today because of the multitude 
of contractual and _ the 
uncertainty as to sponsorship, selling 
price and the frequency of telecast. 


arrangements 


Amortization of Film Costs 

There are four general methods of 
amortizing film costs, any of which may 
be appropriate in the particular circum- 
stance; they are: straight-line, sum-of- 
the-digits, cost recovery and flow of 
income. The first two are also used in 
amortizing capital assets and are well 
known to accountants. The cost recov- 
ery method provides that all film costs 
be recovered before any profits are re- 
corded, while the flow of income method 
provides that film costs be amortized in 
the same ratio as current income is to 
total estimated income. Until 
greater stability and uniformity in the 
film market, there will continue to be 
varying opinions as to which method is 
most appropriate. The minimum an au- 
ditor should do is to assure himself that 


there is 


there is a reasonable relationship  be- 
tween film costs and revenues and that 
deferred film costs 


represent proper 


charges to future periods. 


Depreciation 

Of utmost importance in reviewing 
the station depreciation policy is the 
threat of r ipid obsolescence of technical 


equipment. This may occur because of 
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the aforementioned UHF problem, the 
effect the widespread use of color TV 
would have on black and white trans- 
mission equipment, the rapid techno- 
logical changes in the electronic field, 
and even the possibility that some sta- 
tions may eventually operate solely as 
“satellites” (carrying only programs 
originating in another station) or trans- 
mit only filmed material. Naturally, 
forecasting is inherently difficult and it 
is doubtful if anyone could make an 


.educated guess as to how the above may 


affect the television broadcasting indus- 
try. Nonetheless, it would seem advis- 
able for the stations to carry their capital 
assets at a conservative amount to avoid 
possible large write-downs in future 
years. The color, film and UHF prob- 
lems receive wide publicity in newspa- 
pers and periodicals; hence knowledge 
obtained externally may be of value in 
reviewing capital assets and depreciation 
policies. 


Other Expenses 

The other expenses incurred by tele- 
vision stations do not usually present 
any accounting or auditing problems. 
One of the expenses peculiar to the en- 
tertainment field is music license fees 
and it may be interesting to the reader 
to know how the broadcaster pays for 
the music it transmits over the air 
waves. 

There are two major licensing agen- 
cies in the United States; they are The 
American Society of Composers, Au- 
thors and Publishers (ASCAP), which 
is the larger, and Broadcast Music, Inc. 
(BMI). For the right to use music in 
the catalogues of each firm, the stations 
pay music license fees. Two types of 
licenses are granted: a blanket license 
covering unlimited use of music in the 
respective firm’s catalogue and a per 
program license. Almost all stations use 
the blanket license, and approximating 
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the license fees for the period under 
review should be relatively easy as the 
fees are based upon net air time revenue 
with only a few minor adjustments. 

In so far as network programs are 
concerned, the networks pay the affili- 
ated station’s portion of the license fee 
and recover the amount usually by re- 
ducing the amount due to the station for 
network programs carried. The amount 
paid to the composers, authors and pub- 
lishers is a rather complex calculation 
and of no importance to the station 
auditor, but for the reader who may be 
interested and wishes to know more 
about music licensing the writer would 
suggest an excellent article on ASCAP 
which appeared in The Broadcasting- 
Telecasting Magazine issue of October 
25, 1954. 


Commiiments 

The major commitments in television 
broadcasting generally relate to artists, 
film rentals and capital additions. Al- 
though somewhat different in nature 
from the usual purchase commitments 
found in other commercial enterprises, 
they present the same basic question to 
the auditor—will any fixed future ob- 
ligation result in a loss that should be 
recorded in the financial statements 
presently under examination? As an 
example, if the station has a two-year 
film series contract at a fixed total 
price payable in instalments and man- 
agement has decided against further use 
of such films, then the unpaid portion 
of the price should be charged against 
current operations. 

When a station enters into a 
tract for such a film series a further 
question arises as to whether the en- 


con- 
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tire contract price should have been 
recorded as an asset with an app opri- 
ate offsetting liability. While there may 
be some doubt as to when the rental 
liability occurs, it would appear that 
in no instance should the entire con- 
tract price be recorded unless there js 
a definite liability for the entire amount. 
Often, the unpaid portion of the rental 
for films to be shown in future periods 
will represent a commitment similar to 
a purchase commitment in a commer. 
cial enterprise. 


Conclusion 

Except as mentioned previously in 
connection with related expense ae- 
counts. balance sheet accounts of a tele- 
vision station are generally similar to 
those found in other commercial enter- 
prises and are subject to the usual 
auditing procedures and _ techniques. 

Examining the financial statements of 
a television station may be an interest- 
ing assignment chiefly because it in- 
volves dealing with a fascinating new 
medium which has all the color and 
public interest associated with the en- 
tertainment field. On the other hand, 
the independent public accountant 
brings to his examination the experi- 
ence gained from a variety of assign- 
ments in various industries and _ has 
the responsibility of making recom- 
mendations to management as to how 
the station may improve its internal 
control and accounting procedures. The 
value of such recommendations cannot 
be emphasized too strongly for they 
aim to aid management in ways and 
means of improving internal opera: 
tions and thereby add to the profit: 
ability of station operation. 
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Partnership Taxable Years 


By STANLEY P. Van Damo, C.P.A. 


This article discusses the partnership provisions of the 1954 Internal 
Revenue Code and applicable regulations relating to taxable years 
of a partnership upon formation, merger, or split-up, as well as rules 
affecting the individual partners’ taxable years. 


The 1954 code provides for strict 
rules relating to the adoption of a 
taxable year upon the formation of a 
partnership. A partnership in existence 
prior to the Revenue Code of 1954 had 
few limiting rules; however these part- 
nerships can face many situations which 
may have adverse tax consequences re- 
sulting from the new rules concerning 
taxable years. Thus, the tax results can 
be costly in the event of the death of 
a partner, sale of a partnership interest, 
splitting up of the partnership into two 
or more partnerships, or merging of 
a partnership. Where the partnership 
is on a fiscal year basis, such as Janu- 
ary 31st. any act which may prevent 
the continued use of this fiscal year 
could result in as much as 23 months 
of income becoming taxable to an 
individual in one year. 

Under the new code we have new 
rules and. of course, new definitions. 





STANLEY P. Van Damm, C.P.A., is a 
partner in the firm of Kraft, Van Damm 
& Co.. Certified Public Accountants. 
He is a member of our Society's Com- 
mittee on Federal Taxation and a mem- 
ber of the American Institute of Accoun- 
tants’ Committee on Estate Planning. 
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A principal partner is defined as being 
a partner who has a five per cent inter- 
est, or more, in either profits or capi- 
tal. The new rules concerning partner- 
ship taxable years center around 
profits only, capital only, or capital and 
profits. 


Individual Partner’s Change In 

Taxable Year 

A partner may not change his indi- 
vidual taxable year without permis- 
sion; and in order for a partner to 
secure the commissioner’s approval to 
change his taxable year, he must estab- 
lish a business purpose. It is interest- 
ing to note that this is a specific require- 
ment under the new regulations which 
is not found in the actual language of 
the code. The code and the Senate’s 
final committee reports, accepted by 
the House, clearly state that a partner 
can change his taxable year to that 
of an existing partnership in which he 
is a principal partner; and nowhere 
therein is it required that the Com- 
missioners approval be obtained in 


such circumstance. 


Actually it would normally be inad- 
visable for a taxpayer to make request 
for or effect a change of his taxable 
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year to that of an existing partnership. 
However, it could serve the taxpayer’s 
interest to make such a change if the 
partnership had a loss which the tax- 
payer could carry back to a prior year. 
By changing his taxable year to that of 
an existing partnership, the taxpayer 
immediately 


could file a carry-back 


otherwise he have to 


ends at 


whereas would 
wait until his 


which time the claim could be filed. 


taxable year 

This problem can become more acute 
if in preceding years the taxpayer had 
been in very high tax brackets and if 
subsequent to the present partnership 
loss (and p-ior to the taxpayer’s indi- 
vidual year end) other income would 
reduce or eliminate this loss. The fol- 
lowing example will clarify: 


1954 Taxable Income............. $100,000 
1955 Taxable Income ............ 100,000 
1956 January 1 to April 30 share of 
partnership loss (no_ other 
income up to April 30).... ( 50,000) 
Other Income, May to Decem- 
REN Ws oenintcats dasa 40,000 
1957 January to April Taxable In- 
Pn is7Gic cals sew atisan sae None 


If the taxpayer is unable to change at 
April 30, 1956 to the partnership tax- 
able year, the taxpayer’s taxable income 
then would net itself as follows: 

1954 ($100,000 less 1956 carry-back 


UCU DURE rane Seen $ 90,000 
LOTS AGn Ore Ree rior c etree 100,000 
1956 ($10,000 carry-back to 1954) None 


If the taxpayer is automatically able 
to change his individual taxable year to 
that of the partnership taxable year (at 
April 30, 1956), the taxpayer’s taxable 
income then would net itself as follows: 


1954 ($100,000 less 1956 carry-back 
SSO OE) «6 vsjndiswwesmeee $ 50,000 


PRRs ea enis cick hyceaewe sei 100,000 
AU DO slices sree ovale tienes None 
Le USE | ti ar eee ae 40,000 


Obviously this latter situation is bet- 
ter and could prove worthy of testing 
the validity of the regulations. 
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Partnership’s Adoptions or Change: 

In Taxable Years 

A partnership may change its taxable 
year to that of all of its principal part. 
This does not require the Com. 
However, if 


ners. 
missioner’s permission. 
the partnership should seek to change its 
taxable year to any year which does not 
conform with that of all of its principal 
partners, the Commissioner’s permission 
is required. This change would only be 
granted if a good business purpose is 
demonstrated. On requesting a change 
of the partnership taxable year. Form 
1128 shall be filed with the Commis. 
sioner not later than the last day of the 
month following the close of the new 
fiscal year. 

A newly-formed partnership may not 
adopt as its taxable year, a year other 
than that which all of its principal 
partners have, or which all of its prin- 
cipal partners are concurrently chang- 
ing to. If all of its principal partners 
do not have the same taxable year or 
are not concurrently changing to the 
same year, the partnership must use a 
calendar year. In any other circum- 
stance the permission of the Commis- 
sioner is required. Should a_newly- 
formed partnership be required to se- 
cure the Commissioner’s approval for 
the adoption of a taxable year. the 
partnership shall file an application on 
Form 1128 with the Commissioner on 
or before the last day of the month fol- 
lowing the close of the taxable year to 
be adopted; the Form 1128 should be 
modified to show that it is an applica 
tion for adoption of a taxable year. 


With the filing of the partnership’ 
first return, there should be included 
either a copy of the letter from the Com- 
missioner granting adoption of a year 
other than that of the principal partners 
or a statement disclosing that the year 
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adopted is the same taxable year of all 
of the principal partners, or one to 
which all of its principal partners are 
concurrently changing, or a statement 
disclosing that the principal partners 
have different taxable years and that it 
is adopting a calendar year. 


Termination and Closing of the 

Partnership 

The taxable year of the partnership 
does not close as a result of local or 
state laws regarding the death of a part- 
ner, the entry of a new partner, or the 
liquidation of a partner’s entire interest. 
While the partnership may continue for 
all remaining partners, it does close for 
any partner that liquidates his entire 
interest in the partnership. It is im- 
portant to note the words “entire inter- 
est”. The 1954 code has clearly spelled 
out the concept of “continuing partner- 


ship”. 


Section 708 of the 1954 code states 
that a partnership shall terminate if no 
part of any business, financial opera- 
tion, or venture of the partnership is 
continued by any of its partners. From 
this statement a partnership entity can 
easily be kept in business, if it is desir- 
able to maintain a fiscal-year partner- 
ship. 

A partnership shall terminate if 50% 
or more of the total interest in partner- 
ship capital and profits is sold or ex- 
changed within a period of 12 consecu- 
tive months. This includes 
other partners as well as non-partners, 
but does not include the resale of the 
same interest. A transfer of partnership 
interest by gift, bequest, inheritance or 
liquidation of a partnership interest is 
not included as a sale or exchange for 
Even if a part- 


sales to 


termination purposes. 
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nership continues for the remaining 
partners, it terminates for any partner 
that sells or exchanges his entire interest 
in the partnership. 


Merger of Partnerships 
If two or more partnerships with dif- 
ferent taxable years are merged to- 
gether, the new partnership shall be 
deemed to be a continuation of the part- 
nership whose members have more than 
a 50% interest in the capital and profits 
of the resulting partnership. If this re- 
“quirement is applicable to more than 
one of the partnerships then the merged 
partnership shall be deemed to be a con- 
tinuation of that one which has con- 


tributed the greatest dollar value of 
assets in the new partnership. All other 
partnerships shall terminate. If none 


of the partnerships in the merger has 
more than 50% of the capital of the 
newly-merged partnership, then all part- 
nerships terminate and the merged part- 
nership is deemed to be a new partner- 
ship. 


Partnerships Formed from Prior 

Partnership 

Upon the division of a partnership 
into two or more partnerships, if the 
members of any new partnership had an 
interest of more than 50% in the capital 
and profits of the prior partnership. 
such new partnership shall be con- 
sidered a continuing partnership. If 
such is not the case then the prior 
partnership is terminated and all result- 
ing partnerships are to be considered 
as new partnerships. If any partner- 
ship is regarded as continuing, it shall 
file a return for the taxable year of the 
partnership that has been divided and 
state the distributive shares prior to and 
subsequent to the date of division. 
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Insolvency and Bankruptcy Procedures 
Relating to City Excise Taxes 


By Louis A. Sacus, C.P.A, 


The City of New York frequently has a claim for sales, gross receipts or 
other excise taxes against individuals and/or corporations that are in the 
process of reorganization or liquidation of their businesses in the Courts. 
This paper discusses processing of such taxes by the Bureau of Excise Taxes, 


Examination of Source Records and acts upon information from various 

The Bankruptcy and Assignment Unit other sources. The Bureau also ex 
of the New York Citv Bureau of Ex-  2mines the records on file in the offices 
: of the County Clerks of the various 
counties in Greater New York, pertain- 
ing to assignments for the benefit of 
creditors, and maintains a record of 
such cases. Immediately thereafter, a 
notice is mailed to the bankrupt. debtor 
or assignor, or their respective attor- 
neys, requesting advice as to the loca. 
tion of their records for the ‘purpose 
of making an audit. After an audit is 
made the City files its proof of claim. 


cise Taxes regularly examines the rec- 
ords on file at the United States District 
Courts for the Eastern and Southern 
Districts of New York, pertaining to 
petitions filed by or against individuals 
and/or corporations under the Bank- 
ruptey Act. Where a petition is filed 
by or against a business concern whose 
main office is in another District. but 
which has conducted business in the 
City of New York, the Bureau receives 





Filing of Claims 
Louis A. Sacus, C.P.A.. is a member 
of our Society and of the American In- 
stitute of Accountants. He is in charge 
of the Bankruptcy and Assignment Unit 
of the Bureau of Excise Taxes in the 
Office of the Comptroller of the City of 
New York. 


Situations arise where the records are 
not made available. or where the audit 
cannot be completed within the statu: 
tory period for the filing of claims. Of 
necessity. the Comptroller must file an 
estimated proof of claim within the sta 
tutory period, based upon external in 
This article has heen adapt d hy the dices prescribed by the excise tar laws 
author from a paper prese nted by him In the event that the person administer 
at the October 8. 1956 technical meet ing the estate makes the books availabk 


ni sponsored hy the Soctety ss Com for audit and such audit is m ide, the 
mittee on Insolvency and Rank rupley City will file an amended claim on th 
Procedures hasis of the audit findings 
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Insolvency and Bankruptcy Procedures 


Abatement or Reduction of Claim 


If the person administering the Fs- 
tate protests the amount of the City’s 
estimated audited 
make an application for a hearing to 
the Bureau. Where a hearing is held, 
he may offer evidence in support of his 
contentions. Where an agreement is 
reached, and such is usually the rule, 
a stipulation is executed by such person 
or his attorney and the Special Deputy 


or claim, he may 


Comptroller. 


In a bankruptcy proceeding, a trus- 
tee may file a motion for abatement or 
reduction of claim made by the City 
with the Referee in Bankruptcy, and 
serve such papers on this office. Such 
notice is then transmitted to the office 
of the Corporation Counsel for his ap- 
pearance in court. If the motion was 
made because an estimated proof of 
claim was filed, the office of the Cor- 
poration Counsel will obtain the con- 
sent of the trustee for an adjournment 
of the hearing and arrange for an audit. 
in order to permit of the filing of an 
amended proof of claim to supersede 
the estimated claim theretofore filed. 
In the event that no stipulation is en- 
tered into between the parties under the 
mentioned — hereinbefore. 
then an Assistant Corporation Counsel 
will appear in court with our Auditor 
lo oppose the motion before the Referee 


proceedings 


in Bankruptcy. It is pleasing to relate 
that, in the past ten years, all cases were 
concluded by stipulations signed in our 
othice. 


Types of Proceedings 


The majority of cases that are being 


processed by the Bankruptey and = As- 
signment | nit of this Bureau fall under 
the liqui thon provisions of the Bank 
uptey A i( hapters l to 7) Newt 
num! if cases are the assignments 
brerrne afl creditors and proceed 
1987 
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ings to liquidate the assets of a corpora- 
tion under the provisions of Section 
105 of the Stock Corporation Law. All 
of the above proceedings result in the 
liquidation of a business. In order for 
a debtor to remain in business, it may 
file a petition under Chapter X or Chap- 
ter XI of the Bankruptcy Act, and if an 
arrangement or reorganization is con- 
summated, it gets a discharge from its 
debts. Chapter X deals with the re- 
organization of very large corporations 
requiring an adjustment of stocks and 
“bonds held by the public. Chapter XI 
deals with smaller corporations, partner- 
ships or individuals, requiring an ad- 
justment of creditors’ claims and where 
no public interest is involved. 


Chapter XI Proceedings 

In Chapter XI proceedings, referred 
to as arrangements, our dealings are 
with the debtor, who is known as a 
debtor-in-possession and is a quasi offli- 
of the court. These proceedings 
take a comparatively short period of 
time because the debtor is desirous of 


cer 


having its plan of arrangements con- 
firmed and of being reorganized as 
quickly as possible. For that 
the books and records should be made 
available to the Bureau for al 
the earliest opportunity. However, if 
the debtor delays in making the books 
available. we will file an estimated proof 
of claim promptly 
could be confirmed. Of course. such an 


reason. 


audit 


before any plan 
estimated claim will be superseded hy 
an amended proof of claim as soon as 


the hooks 


audited, 


debtor's and records are 


Where several months have elapsed 
from the date of the filing of the 
an arrangement (Chapter XD) 


pet 
tion for 
the Bureau will audit additional periods 


subsequent to the date of the filing of 


such petition ind will prepare what i 
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known as an_ interim-administration 
claim. If the debtor is ready to have 
his plan confirmed, he will be required 
to deposit with the court or the dis- 
tributor appointed by the court, the 
full amount of the claim for both the 
pre-administration period and the in- 


terim-administration period. 


However, there may arise further ob- 
stacles at this point. The debtor may 
not agree with the amount of our claim 
or he may not be able to pay immedi- 
ately the full amount owing to the City, 
and he may require terms for payment 
thereof. Under such circumstances. the 
Bureau cooperates fully with the debtors 
by scheduling hearings as quickly as 
possible. The results of such hearings 
are embodied in a stipulation signed by 
the debtor, and also provide for suit- 
able terms of payment, mutually agreed 


upon. 


Administration Claims 


It often occurs however, that the 
debtor’s plan of arrangement is not ac- 
ceptable to the creditors or even to the 
taxing authorities. In that event. he 
may be adjudicated a bankrupt. The 
City will then file an administration 
claim which covers the period from the 
date of the original petition filed for the 
arrangement until the date when he is 
adjudicated a bankrupt. The adminis- 
tration claim is sent to the Referee in 
Bankruptcy and a copy thereof to the 
trustee. If an interim-administration 
claim was filed previously, the amount 
covered by such interim-administration 
claim will be included in the later ad- 
ministration claim. 

This Bureau does not process any re- 
organization matters beyond the date 
when the debtor’s plan of arrangement 
is confirmed. After confirmation, taxes 
are required to be paid and returns 
filed with the City Collector as usual. 
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Notices of Determination 


Taxes owed to the City of New York 
are not dischargeable in bankruptcy or 
assignment proceedings. Under these cir. 
cumstances, if the bankrupt or assignor 
is an individual rather than a corpora. 
tion, the City will look to him for the 
payment of any deficiency between the 
amount shown on the proof of claim 
filed and such amounts as are received 
from the distribution of the assets of 
the estate. In order to hold such in. 
dividual liable for such a deficiency, it 
is the City’s practice to issue a Notice 
of Determination against such bankrupt 
and/or assignor, simultaneously with 
the filing of our proof of claim with 
the Referee in Bankruptcy or the As- 
signee for benefit of creditors. 


These notices of determinations are 
processed in the same manner as those 
against any other taxpayer subject to 
the City’s tax laws. Such notices of 
determination contain a clause to the 
effect that, if the taxpayer does not 
agree with the determination, he may 
apply for a hearing in writing within 30 
days after the date of the said notice. 
Should he, however. fail to apply for 
a hearing within such statutory period. 
the said determination becomes final. 
If an application for a hearing is re- 
ceived within the statutory period it 
will be duly noted in the hearing regis: 
ter maintained in the Bankruptcy and 
Assignment Unit. 


Deficiency Hearing 


If the distribution that is made by 
the court satisfies the claim in full, the 
Bureau will process the bankrupt’s or 
assignor’s determination by mailing to 
him a notice of abatement, and the mal- 
ter is closed against him. However, if 
only a part of the claim is received, oF 
if no distribution whatever is made. 
this office will arrange a hearing for 
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Insolvency and Bankruptcy Procedures 


the bankrupt or the assignor, by mail- 
ing a notice to him, setting a date and 
time for him to appear at the Bureau. A 
postponement will be granted for rea- 
sonable cause upon request in writing 
mailed to this office. 


When a taxpayer appears at this 
ofice for a hearing on a deficiency, the 
Bureau will consider such proof as may 
be offered, and attempt to reach a satis- 
factory agreement. If mutually agree- 
able, a stipulation is executed and a 
fnal consent determination is mailed 
to the taxpayer. Payment of the amount 
due is made to the appropriate City 
Collector’s office. 


In the case of an individual bank- 
rupt or assignor who fails to make a 
timely application for a hearing on 
the Notice of Determination, and the 
distribution of the estate not 
satisfy the City’s claim in full, a final 
determination is issued against such a 
bankrupt or assignor for the resulting 
tax deficiency. At the same time, a 
copy of this final determination is sent 
to the City Collector who takes ap- 
propriate action to collect the amount 
of the tax deficiency. 


does 


liability of Corporate Officers 


In accordance with the City’s sales 
lax laws, officers of a corporate vendor 
ae liable for the sales tax owed to the 
lity by their corporation. For that 
reason, whenever the Bureau files a 
notice of claim against a corporate 
bankrupt or assignor, it issues a notice 
of determination against its officers for 
he amount of the sales tax owed to 
he City by the corporation, as a ven- 
lor. If such an officer fails to make 
‘pplication for a hearing on the de- 
rmination within the thirty-day statu- 
ory period, the determination becomes 
final, 
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If a hearing is requested by a corpo- 
rate officer within the statutory thirty- 
day period, a notice is mailed to him to 
appear at the Bureau for a hearing on 
the date stated therein. To the extent that 
the City receives a distribution from 
the estate, the officers’ liability is re- 
duced after applying the payment to 
the City’s gross receipts or other ex- 
cise taxes. Thereafter, the proceedings 
follow as aforementioned with respect to 
stipulations of agreement or final de- 
terminations. 


Debtor-in-possession as Separate 
Tax Entity 


In matters of reorganization under 
Chapter XI of the Bankruptcy Act. 
where the business is being operated 
by a debtor-in-possession, it has been 
held that for purposes of filing business 
tax returns, the debtor-in-possession is 
considered to have the status of a dis- 
tinct legal entity, separate and apart 
from its original existence. Accordingly, 
(Willow Cafeteria, 35 Fed. Sup. 965) 
a business tax return to be filed by the 
debtor-in-possession runs from the date 
of the original petition for arrangement 
up to the last date of the privilege 
period following this date. 


To illustrate: If a corporation filed 
its petition on August 1, 1955, then 
the debtor-in-possession would file its 
first business tax return for the period 
from August 2, 1955, to June 30, 1956, 
the said return being due on August 1, 
1956. The second business tax return 
would then cover the calendar year 
1956 and be due on May 15, 1957 for 
filing. Another illustration is as fol- 
lows: If a corporation filed its petition 
for an arrangement on March 1, 1956, 
then the. debtor-in-possession would be 
required to file its first business tax re- 
turn for the period March 2, 1956, to 
June 30, 1956 on or before August 1}, 
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The second business tax return 


1956. 
required to be filed will cover the period 
from March 2, 1956, to March 1, 1957. 
After this return, the third return would 
be for the calendar year 1957, 


Failure to File Returns 


Qn many occasions in the past, it 
has been found that bankrupts, debtors 
and assignors fail to file all the tax 
returns that are due up to the date of 
filing of their petitions or assignments. 
Even though the taxpayer is not in a 
position to send a remittance with the 
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return, the said return should never. 
theless be filed with the City Collector 
when due. It is the duty of the City 
Collector’s office to prosecute taxpayers 
that fail to file tax returns when due, 
Even though a petition in bankruptey is 
filed or an assignment is made for the 
benefit of creditors, the bankrupt, 
debtor or assignor will be subject to 
prosecution for failure to file such re. 
turns as were due prior to the date of 
the filing of the petition in bankruptey 
or the date when he executed an as. 
signment for benefit of creditors. 
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The Qualified Opinion 


When a CPA believes the statements are a generally fair presentation, 
hut he has not been completely satisfied on some point, or he feels that some 
part of the financial position or results of operations is not fairly presented, 
he may express a qualified opinion and indicate the nature of the reservation 
or exception. In general, the necessity for expressing a qualified opinion 
occurs when the CPA has not been permitted or was otherwise unable to 
make an examination sufficiently complete to warrant the expression of an 
unqualified opinion, or when he has found departures from accepted ‘account- 
ing principles which the company is unwilling to correct. Where a signifi- 
cant change has been made in the application of accounting principles the 
CPA qualifies his opinion as to the consistent application of generally 
accepted accounting principles. If he approves the change, he usually so 
states. Where possible, the CPA indicates the materiality of certain types 


of qualifications. 


When the CPA’s exceptions as to accounting practices followed by the 
client are of such significance that he has reached a definite conclusion that 
the financial statements do not present fairly the financial position and 
results of operations, his report should clearly indicate his disagreement with 


the statements presented and give his reasons. 


The CPA should not express an over-all opinion on the financial state- 
ments when, because of limitations on the scope of his examination 01 
departures in the statements from generally accepted accounting principles, 
his exceptions or reservations would be such as to destroy the usefulness 
of an opinion on the statements taken as a whole. In such cases, he is not 
in a position to have formed an opinion as to whether statements make a 


fair presentation. 
from 40 Questions AND ANswers ABout AupI1 


Reports, an AIA booklet, September 1956. 
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John Thomas Madden 


by Eante L. Wasupurn, C.P.A. 


“John.” as he affectionately 
known by his contemporaries, -vas born 
in Worcester, Massachusetts, October 
26, 1882. Perhaps his personality is 
best described by the dedication in the 
1916 year book of the School of Com- 
merce, Accounts and Finance of New 
York University. It reads, in part: 
“John Thomas Madden, Scholar, Friend, 
Man.” As a small boy he is remem- 
bered as being round and good natured. 
These characteristics remained with him 
In his early years he also 
for 


he is said to 


was 


through life. 


acquired a reputation business 
acumen and 


expert in trading jackknives. 


have been 


Educational Background 


his graduation from 
Worcester Classical High School in 
1899, he entered the employ of Swift & 
Company, where his duties were princi- 


Following 


pally of an accounting nature. In 1909 
he enrolled in the School of Commerce, 


Accounts and Finance of New York 





EarLE L, WASHBURN, C.P.A., is a mem- 
ber of our Society's Committees on 
History and on Membership, and a past 
chairman of the Committee on Institu- 
tional Accounting. Mr..Washburn is 
the Controller of New York University. 
[his article was prepared by the author 
as part of the continuing program of 
history studies undertaken by the So- 
ciety’s Committee on History (Jennie 
M. Palen, Chairman). 
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University. While pursuing the course 
of study, he was employed in the office 
of William Leslie, a chartered account- 
ant, so that upon passing the CPA ex- 
aminations in the summer of 1911 he 
was able to furnish the experience quali- 
fication and to have his certificate issued 
to him. Simultaneously, he received the 
Bachelor of Commercial Science degree 
from New York University, suma cum 
laude. In later years he received the 
degree of Master of Arts (Hon.) from 
Holy Cross College and the degree of 
Doctor of Science (Hon.) from the 
University of Newark. 


Best Remembered as Dean of the 
N. Y. U. School of Commerce 


He engaged in public accounting in 
his own name in New York City and 
became an instructor in accounting at 
New York University in 1911, assistant 
professor in 1913, professor and head 
of the Department of Accounting In- 
struction in 1917, and Dean in 1925, 
in which position he served until his 
death in July, 1948, It was in his ca- 
pacity as Dean that he is best remem- 
bered. His kindly yet dynamic person- 
ality made him beloved of students, 
faculty, and alumni. No matter how 
many problems occupied him, he always 
found time to lend his aid to any who 
sought it. This often took the form of 
financial assistance; and while the na- 
ture of such relations is a closed book, 
it is fairly well established that there 
was never a default in repayment, 
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Honors and Professional Affiliations 
His mind was quick and logical; his 
versatility such that his talents were 
frequently requisitioned for use in a 
wide variety of endeavors which earned 
for him, among other honors, the deco- 
ration of Commander of the Order of 
the Crown (Rumania). King Albert 
of Belgium dubbed him Commander of 
the Order of Leopold Il. In 1929 he 
was elected President of the Alexander 
Hamilton Institute, President of the In- 
ternational Accountants Society, and 
Public Governor of the New York Curb 
(now the American) Stock Exchange. 
He was a member of numerous organi- 
zations, including the American Insti- 
tute of Accountants, the New York and 
New Jersey State CPA Societies, and 
past President of the American Associa- 
tion of University Instructors in Ac- 
counting. Four fraternities claimed him 
as a brother: Delta Mu Delta, Theta 
Mu Epsilon, Alpha Kappa Psi, and Beta 
Gamma Sigma. In all except the first 
he served terms as national president. 


Human Qualities 


He had the happy knack of combin- 
ing wit with a profound knowledge of 
his subject and his succinct remarks 
caused him to be always in demand as 
a speaker at dinners and other functions. 
He was very human and very likeable, as 
a host of friends and former students in 
the accounting profession will testify, 
and endowed with a sound and practical 


philosophy. He was always quick to 


praise others, a favorite aphorism being, 
“a little taffy during life is better than a 
lot of ‘epitaphy’ afterwards.” Another 


John Thomas Madden 





of his much quoted maxims was, “the 
penalty for good work is more good 
work to do.” But probably the best 
indication of his basic character was his 
impatience with what is disparagingly 
labeled “educational bookkeeping,” 
namely, the mere accumulation of aca- 
demic credits without enthusiasm, direc. 
tion, or purpose. 


Publications 


With all these activities, he was still 
able to spare the hours necessary for 
research, writing, and editing for publi- 


cation. His first book, “Principles of 
Accounting,” appeared in 1918; in the 


next year “Accounting Practice and 
Auditing”; and in 1920, with the col- 
laboration of Arthur Rosenkampf, 
“Elementary Accounting Problems.” 
With the co-authorship of Marcus Nad- 
ler, he published two books—‘Foreign 
Securities” in 1929 and “International 
Money Markets” in 1934. In 1936, with 
the collaboration of Marcus Nadler and 
Harry Sauvain, he published “America’s 
Experience as a Creditor Nation.” 
“Auditing,” which he wrote with P. E. 
Bacas and Arthur Rosenkampff, ap- 
peared in 1937. 


An Outstanding Contribution to 

Accounting Education 

It is difficult, of course, to summarize 
and evaluate the life of any person. In 
the case of Dean Madden, it is most 
evident that he made an_ outstanding 
contribution to the raising of the stand- 
ards of accounting instruction on the 
university level throughout the United 
States. 
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Accounting Controls for Box Office Receipts 


By Ropert M. Carr, C.P.A. 


An examination of current box office practices which are characterized 
as archaic, together with a recommended detailed system of control 
including technical accounting and auditing features. 


The archaic accounting methods of 
the tradition-bound theatrical industry 
can easily be seen in the operation of 
a box office. It is generally understood 
that the relatively small number of em- 
bezzlements is due to the inherent hon- 
ety of box office treasurers or ticket 
managers rather than to any preventive 
accounting or box office controls. Dis- 
honest treasurers and ticket managers 
can find easy pickings in box offices as 
they are presently constituted inthis 
country. This lack of control can be 
corrected if the independent CPA were 
lo impress upon his client the hazards 
involved and the need to assume greater 
responsibility for adequate box office 
management and control. A good hard 
look inside the box office can yield star- 
iling revelations. The significance of the 
problem may be gauged by the fact that 
in 1956 the gross business of Broadway 
and “the road” for live legitimate pro- 
duction was in the neighborhood of 
$39,000,000. 





Ropert M. Carr, C.P.A., is a member 
of our Society’s Committees on Educa- 
lion and Personnel and on Entertain- 
ment and Sports Accounting. He is a 
partner in the firm of Lutz and Carr, 
Certified Public Accountants. 
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This article is concerned with the in- 
ternal control, accounting and auditing 
aspects of box office transactions of 
live theatrical productions or sporting 
events, including Broadway, “the road”, 
community, college, indoor and open- 
air events. These events have a com- 
mon thread. The patron buys a ticket, 
presents the ticket on the date and time 
of the event and is ushered to a speci- 
fic seat. The number of seats offered 
to the public range from 120 seats in an 
Off-Broadway theatre to 100,000 seats 
at Soldiers Field or the Rose Bowl. Yet 
all such events have one common de- 
nominator: cash accountability is cre- 
ated when a patron exchanges cash for 
a ticket. 


Operation of a Box Office 


The box office of a theatre is a room 
or cage from which tickets are sold to 
the public. In it, tickets for current and 
future performances are arranged in 
racks. All that is needed in addition 
to the tickets is a cash fund with which 
to make change. Patrons can buy tickets 
during regularly stated hours. Tickets 
for most events can also be purchased 
by mail order and these purchases are 
filled in the box office or, if warranted 
by the volume, in another area set 
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Accounting Controls for Box Office Receipts 


aside for this purpose. Broadway hits 
sometimes have sales amounting to 
$1,000,000 or more before the attrac- 
tion plays its first public performance. 


Box office treasurers in New York City 
and in organized “road” houses deposit 
all their proceeds from ticket sales in a 
hank account on which only they can 
sign. In many other areas, the box 
office bank account is co-controlled by 
the treasurer and the theatre owner 
(who may also be the producer). Check 
book and duplicate deposit slips are the 
only recorded evidence of receipts and 
disbursements. 

Large operators attempt to keep the 
amounts of money available to the treas- 
urer at a minimum by drawing on his 
deposited funds in large amounts and 
returning to the treasurer fixed sums as 
required. Advance sales represent trust 
funds. If performances are never played 
the money will have to be refunded to 
the patrons. Moreover, income is earned 
and reported by the treasurer only as 
performances are played. The treasurer 
must therefore have a sufficient cash 
balance to transfer funds to producers 
and landlord, on a performance-played 
basis in accordance with the gross re- 
ceipts reported on the box office state- 
ment. 


In addition to regular sales, the 
treasurer must handle other types of 
admissions. Free admissions to the press 
and other guests are obtained from a 
press list supplied by the theatrical press 
agent. The treasurer usually indicates 
on the press list the locations supplied 
and then differentiates the ticket by a 
hole-punch and a rubber stamp marked 
“press”. The ticket is thus voided for 
revenue (income) purposes and related 
taxes. 

In the case of subscription sales at 
reduced prices, lists of subscribers are 
supplied by the promoters, while exe- 
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cuted contracts support group sales. In 
either instance, tickets must be printed 
at the discounted price or stamped at 
the lower sales prices to adhere to the 
Internal Revenue Code relating to excise 
taxes. Twofers (two admissions for the 
price of one) are usually handled by the 
treasurer on the basis of one full price 
sale and one free admission. Advertising 
and window card passes, ladies day (la- 
dies admitted for 25 cents), taxi drivers’ 
night, and children under 12 at halj- 
price are all variations of the discount 
ticket sale. 


On occasion, adjustments are re- 
quired as a result of exchanges which 
may involve the exchange of a dis- 
counted for a full-price ticket, refunds 
of ticket sales of prior performances for 
which box office statements have already 
been prepared, return of low-priced tick- 
ets for more expensive seats (the patron 
may have already entered the arena 
or theatre and his ticket torn on admit- 
tance), rain checks, and full exchanges 
when performances are cancelled due 
to Acts of God such as: hurricane, flood, 
storm or illness of star. 


Types of Box Office Fraud 


The need for adequate controls over 
box office transactions is frequently not 
appreciated by the professional theatre 
owner who feels satisfied that the very 
simplicity of ticket accountability makes 
for adequate control. Turn over $1,000 
worth of tickets for a performance to 
a box office treasurer and, after the 
event, the treasurer will account for 
them by cash sales (as determined by 
his box office statement) and unsold 
tickets totaling $1,000. 


The physical handling of the tickets, 
the custodianship of cash on hand and 
in the bank and the accountability for 
cash and tickets for a particular event 
rest solely in the hands of the box office 
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Accounting Controls for Box Office Receipts 


treasurer. This is a violation of the 
internal control principles which require 
that no one person should be in com- 
plete control of a transaction and that 
the person dealing with the physical 
assets should be divorced from the 
accounting records and the establish- 
ment of accountability. 


The following are illustrative of some 
of the irregularities which can be per- 
petrated despite the apparent ease of 
ticket and cash accountability. 


1. Patrons present tickets at en- 
trance; ticket is not torn by ticket taker; 
ticket is presented to usher; patron is 
seated and ticket is taken from patron, 
returned to box office and treated as 
unsold. 

2. Treasurer sells a ticket at full 
price. After this ticket has been torn, 
he obtains the door stub, punches the 
door stub with the hole-punch and 
stamps the stub with the press stamp. 
He also adds a fictitious name to the 
press list. This paid admission is now 
a free admission for box office statement 


purposes. 


3. Punched press tickets are sold. If 
the sale is just before curtain time, the 
patron will rarely look at a ticket until 
he is in the darkened theatre. 


4. Excise tax may be charged on free 
admissions and the proceeds withheld. 
Excise taxes are not levied on free ad- 
missions, but this is not generally known 
to the public. 


5. Full excise tax may be charged 
on reduced admissions. The Internal 
Revenue Code requires the excise tax 
to be based on actual admission price. 
The difference between full tax and ac- 
tual tax paid to the Federal Government 
is retained by the treasurer. 

6. Extra seats may be placed in rear, 
side or aisles of theatre, stadium or 
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arena. These seats do not appear on 
official seating chart. Tickets are printed 
by the treasurer for these extra seats and 
all sales are his. 


7. Customers may be given non-cash 
location slips in exchange for tickets. 
The relinquished tickets can then be 
resold or accounted for as unsold tick- 
ets. In either case, proceeds have been 
withheld. 


8. Unsold tickets (deadwood) can be 
created by stapling or scotch-taping 
door stubs to patron’s stubs (after being 
discarded by the patron). 


9, Counterfeit tickets can be printed 
and sold, holding out regular tickets, 
and treating them as unsold. 


10. Funds may be stolen. It would 
be difficult to fix responsibility where 
more than one person is allowed in the 
box office or where the box office is not 
restricted to box office personnel. 


11. Discounts may be recorded at 
rates higher than actually granted by 
forging supporting documents such as 
subscription lists and group contracts. 


The following is a suggested proce- 
dure for the control of box office opera- 
tions which should prove effective in 
eliminating or reducing fraud oppor- 
tunities and in ensuring the accuracy 
of the recorded accounting. 


Box Office Cash in Bank 


Receipts from ticket sales are to be 
deposited in this account by the treas- 
urer. A fixed policy should be estab- 
lished for the daily deposit intact of 
all proceeds from ticket sales. 


In order to create immediate account- 
ability, the use of visible cash registers 
should be encouraged in place of the 
present customary informal procedure 
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of keeping funds in cash drawers. 
If this practice is instituted, it can be 
expanded to provide for additional con- 
trols in the form of validating the sold 
tickets. This imprinting of date sold 
and amount would minimize irregular 
admissions. 


The only disbursements from this 
account are to be gross receipts for 
performances, imposed taxes (Fed- 
eral, State, City, etc.), as reflected on 
the box office statements, and refunds 
for returned tickets which should be 
supported by an approved check au- 
thorization form with tickets attached. 


This account is self-liquidating and 
its balance, after the final performance, 
should be zero. Checks on this account 
should be co-signed by the treasurer 
and the company manager. The balance 
in the box office check book should be 
maintained on a running basis and the 
check book balance is to be reconciled 
with monthly bank statements by the 
company manager. 


Box Office Change Fund 


The original change fund is usually 
advanced by the manager which should 
be repaid as soon as the box office starts 
receiving proceeds from ticket sales. The 
treasurer should have on hand only cash 
from ticket sales for which he is ‘ully 
accountable. Broadway treasurers, un- 
der customary practice, provide their 
original cash funds, and later reimburse 
themselves from sales proceeds. This 
practice, of course, would not be per- 
mitted under the suggested procedures. 


The Box Office Statement 


The box office statement is the con- 
trolling document for many interested 
parties. A recommended form of this 
statement, which is reproduced as Fig- 
ure [, constitutes a major internal con- 
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trol document. This statement should 
be prepared by the treasurer and ap. 
proved by the manager. The following 
presentation indicates the sources of 
information for the preparation of the 
statement, together with related control 
procedures. 


1. Full Price Sales. This section of the 
box office statement is used to arrive 
at total sales at full price. This is ac- 
complished as follows: 

a. Capacity. The information is ob- 
tained from a theatre seating chart and 
compared by the manager with the 
ticket manifest obtained from the ticket 
supplier. Any difference must be rec- 
onciled. A final comparison must be 
made by the manager with a physical 
count of the seats. 


b. Deadwood. This represents unsold 
tickets; the quantity is obtained by the 
actual count of the unsold tickets and 
is undertaken by the treasurer with in- 
dependent verification by the manager. 
The count agreed to by both parties is 
recorded in this column. 


c. Discounts and Subscriptions. This 
column represents tickets sold at less 
than full price and is obtained from the 
lower section of the box office statement. 

d. Total Unsold and Discounted Tick- 
ets. These are the number of seats 
which have not been sold or which have 
been sold at less than full price, as 
recorded in the two preceding columns. 


e. Total Sales at Full Price. This is 
the difference between capacity and the 
number of unsold and discounted tickets. 


f. Established Sales Price. The unit 
sales price, net to the theatre before 
imposition of excise taxes, is inserted 
in this column. 


g. Total. Represents the product of 
quantities sold and established unit sell- 
ing price. 
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h. Federal Tax. This is the Federal 
admission tax imposed on the sale of 
each ticket at the present rate of one 
cent for every ten cents or major part 
thereof starting with admissions of 91¢. 


i. Amount of Tax. The dollar total 
is recorded in this column. 


2. Subscriptions and Discounted Sales. 
This part of the box office statement is 


to be used to compute sales at other 
than full price. 

a. Subscriptions. This section shows 
the number of subscriber tickets sold at 
different prices for the performance, and 
the discounted net price to the theatre. 
It may also reflect, when appropriate, 
the full selling price for these tickets in 
each price range with a fixed percentage 
discount deducted from the total to 
arrive at net subscription receipts for 
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the performance. Federal admission 
taxes imposed on the theatre’s dis- 
counted net price is shown in_ this 
section. 

b. Group Sales. The same principles 
apply as above except that each group’s 
name should be shown on the box office 
statement. 


3. Recapitulation. This section is used 
to summarize the total full price, sub- 
scription and group sales. 


4. Door Stub Count. The door stub 
count is recommended as a test check 
of total ticket sales. Variations must 
always be investigated. Door stubs 
should not be used to arrive at total 
sales, but rather as a check on the ac- 
curacy of the amount recorded on the 
box office statement. Patrons may not 
attend, may gain admittance during a 
rush without having their ticket torn, 
or may enter by an unauthorized en- 
trance. 


Box Office Settlement with Manager 


After the completion of the box office 
statement, a check on a performance 
basis is then drawn on the box office 
account and deposited in the manager’s 
account for the net proceeds of each 
performance as reflected on the state- 
ment. This promptly transfers earned 
receipts from the box office bank 
account. 


Press Tickets 


All admissions to press and other non- 
paying individuals should be made on 
location passes, on which row, seat num- 
ber and performance date are filled in. 
These passes are to be serially num- 
bered and a master list of each number 
maintained by the manager with a du- 
plicate maintained in the box office. The 
master list should show the date, re- 
cipients’ names, and seat location. The 
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number of free admissions should be 
noted on the box office statement. 

Under no circumstances should reg- 
ular tickets be used for non-revenue 
admissions. The use of punched tickets 
for free admissions should be discon- 
tinued. In large arena and_ stadium 
events, all press and free admissions 
should pass through a separate “Press 
Gate” where press passes and other cre- 
dentials can be examined to support 
admission. 


Federal Admission Taxes 

The depositary receipt for admission 
taxes is called Treasury Department 
Form 537-A (Depositary Receipt for 
Federal Excise Taxes). Admission taxes, 
as shown on the box office statements 
for each performing week, are to be 
paid weekly by check to the Federal 
Reserve Bank and should be accompa- 
nied by Form 537-A. By the last day 
of the month following the close of each 
calendar quarter, Form 720 is filed with 
the District Director of Internal Rev- 
enue. This is a summary of all admis- 
sion taxes collected during the preced- 
ing calendar quarter. 


At the year’s end, the Director of 
Internal Revenue should be contacted 
to examine the deadwood and box office 
statements so that stubs and deadwood 
can be burned. Internal Revenue Agents 
are required to witness the burning of 
these tickets or the disposal of them 
to public incinerators. 


Group Sales 

A substantial number of tickets are 
sold to organized clubs or organizations 
which buy blocks of tickets at a dis- 
counted rate. For each group a separate 
file or envelope should be kept by the 
company’s group-sales agent or by the 
company manager. In this envelope the 
following information should be main- 
tained, 
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1. Original group contract. 

2. Dates and amounts of payments re- 
ceived from the groups. 

3. Lists of tickets turned over to group, 
showing location and price. 

4. Record of unsold tickets returned 
by group. 

5. Reconciliation of released 
with cash received from group. 
6. Computation, if applicable, of com- 
mission to sales agent. 


tickets 


This information should be main- 
tained by group-sales agent or by com- 
pany manager, with box office treasurer 
limited simply to the function of sup- 


plying tickets as requested. 


Subscription Sales 

The subscription secretary maintains 
records showing subscribers’ names, 
addresses, and seat locations together 
with the dates of receipt of checks in 
payment of subscriptions. These checks 
‘subscription” 


‘ 


should be deposited in a 
bank account controlled by the subscrip- 
tion secretary and the company mana- 


ger. Duplicate deposit tickets should 
show subscriber’s name and amount 
deposited. 


As tickets are required, the subscrip- 
tion secretary will requisition tickets 
from the box office treasurer who will 
stamp the tickets, if sold at a discount, 
and turn tickets over to subscription 
secretary who pays for them by check 
drawn on the “subscription” bank ac- 
count. The subscription requisition is 
then maintained by the treasurer as a 
basis for the data as to discounts by 
performance dates to be reflected on the 
box office statement. 


Tickets for Additional Seats and 
Standing Room 


Ticket sales for the above types of 
transactions are to be on separate, seri- 
ally numbered, three-part tickets, on 
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which date and location and sales price 
are to be written in by box office person- 
nel with sales price pre-printed. These 
ticket sales should be shown in the sub- 
scription and discounted sales section 
of the box office statement as a separate 
and additional item with ticket sequence 
indicated. The patron retains the loca- 
tion stub while the ticket taker with- 
holds the second part. The third part 
is to remain in the box office and should 
be stored with the performance dead- 
wood and stubs. 


Packaging of Deadwood 


Each performance’s stubs and dead- 
wood are grouped by dollar classifica- 
tion in groups of 50 or 100. The num- 
ber of tickets should be marked on the 
back of each lot. The stubs and dead- 
wood should be packaged by perform- 
ance, and placed in a secure location. 


Bonding of Box Office Personnel 


All box office personnel should be 
bonded in adequate amounts. In addi- 
tion, burglary and robbery insurance 
coverage should be obtained. 


Security of Box Office 


The box office must be restricted to 
all personnel except the treasurer and 
his assistants, the manager and audi- 
tors. It is strongly advised that the box 
office be considered off limits to pro- 
ducers, press agents, actors, backers, 
etc. 


Agency Payments and Theatre Party 

Commissions 

Where ticket agencies make service 
charges for the use of their facilities and 
deduct this charge from remittances for 
tickets sold, the manager should refund 
to the box office the amount deducted 
by the agency, to simplify the treas- 
urer’s accountability. 


337 








Commissions on group sales, if pay- 
able. should be paid only out of the 
manager’s rather than the box office 
account. 


Security of Ticket Entrances and 

Premises 

In large events, all public entrances 
should use a turnstile so that admissions 
can be recorded. Security police should 
be posted at each entrance to clock 
admissions by the use of a hand clock 
and to observe the ticket taker to ensure 
that valid tickets are presented for each 
admission. Separate entrances must be 
established for press and employees. 


All entrances must be guarded by 
doormen or guards and no admissions 
by either employee, press or guest 
should be permitted except upon presen- 
tation of proper credentials previously 
issued for identification purposes. 


Other Control Procedures 

In addition to the foregoing, the fol- 
lowing procedures and factors will serve 
to strengthen the system of internal 
control: 
1. The use of box office receipts as a 
source of petty cash funds should be 
forbidden. A separate petty cash fund 
should be established and placed in the 
custody of the manager. 
2. Tickets which are sold at a discount 
must be clearly stamped “subscription” 
or “group”, with the discounted price 
and related tax shown. 
3. Whenever possible, personnel should 
be rotated. This would be applicable 
to treasurers, guards, ticket takers, door- 
men and ushers. 
4. An arrangement should be 
with a local bank for evening deposits. 
Moreover, all box offices should have 
a safe for overnight security of cash and 


made 


checks. 
5. In the case of larger enterprises, a 
recount by a third employee should be 
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undertaken of all deadwood tickets, after 
preparation of the box office statement 
by the manager and treasurer. More- 
over, all statement computations should 
be rechecked. 


Audit Procedures 


What audit procedures can be under. 
taken by the CPA to determine the accu- 
racy of recording of the box office oper- 
ations? Of course, the first and most 
important aspect of his audit revolves 
around the survey of internal control, 
His tests, and the amount of detail he 
must concern himself with, will depend 
upon the adequacy of the system of 
internal control. 

The following is a suggested list of 
auditing procedures which, because of 
their equal suitability of application by 
an internal audit department or the 
equivalent, may be regarded as an inte- 
gral part of a unified system of control. 


1. On a surprise basis, inventory the 
unsold box office tickets on hand for 
the current and future performances. 
Reconcile the tickets sold (capacity less 
unsold tickets) with box office cash on 


hand and in bank. 


2. Make a test verification of additions 
and extensions on box office statements. 


3. Count deadwood on a selective test 
basis and compare with box office 
statements. 


4. Count door stubs for selected per- 
formances and compare with tickets sold 
as per box office statement. 


5. All subscription, group and other 
discounts reflected on box office state- 
ments should be tested against subscrip- 
tion lists and group sales contracts, for 
number of tickets sold and amount of 
discount. 


6. Account for all numbers on serially 
numbered press or other free tickets. 
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7. Account for all numbers on all three- 
part tickets issued for additional seats 
and standing room. 


8. Compare authenticated press and 
free admission list with box office 
statement. 


9, Obtain from ticket printers a_rec- 
ord of all tickets shipped to client dur- 
ing period under audit. Compare this 
ticket manifest with theatre capacity per 
box office statement. Any discrepancies 
should be investigated. The data ob- 
tained from printer as to future per- 
formances for which tickets have been 
printed should be related to the inven- 
tickets as described 


tory of unsold 


above. 

10. Compare ticket capacity per box 
ofice statement with actual count of 
seats in theatre. 

ll. Independently confirm sums due 
box office from ticket brokers and ticket 
agencies. 

12. Obtain standard bank confirmation 
and reconcile box office bank account. 
13. Trace net receipts per box office 
statements to books of account main- 
tained by the producer. 


14. Examine quarterly tax reports, 
compare with tax collected per daily 
box office statements and relate to can- 
celled checks. 


Conclusion 


Implementation of adequate box office 
controls requires enlightened manage- 
ment who will firmly take the position 
that the box office does not belong to 
the treasurer. The unilateral cash con- 
trol and ticket accountability now in 
the hands of ticket managers and box 
office treasurers should be terminated. 
This can be accomplished by the con- 
tinuing efforts of control-conscious cer- 
tified public accountants who will en- 
courage management to bring into the 
box office the internal control proce- 
dures now found in all other industries 
which do considerable cash business. 
The future must bring about the devel- 
opment and universal acceptance of cash 
registers and other standard controls 
and this will serve to elevate the account- 
ing controls for box office receipts to 
the minimal levels required by profes- 
sional accountants in industry gener- 
ally. 


What Does The Term “Internal Control’? Mean? 


Internal control comprises the plan of organization and all of the 


coordinate methods and measures adopted within a business to safeguard 


its assets, check the accuracy and reliability of its accounting data, promote 


operational efficiency, and encourage adherence to prescribed managerial 


policies. From the viewpoint of the CPA’s examination, it means primarily 


the measures adopted by the business to check the reliability and accuracy 


of its accounting data. 


from 40 Questions AND ANSWERS ABOUT AUDIT 


Reports, 


1957 


an AIA 


booklet, September 1956. 
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New York State Tax Forum 


Conducted by BENJAMIN Harrow, C.P.A. 


| The Furor Over the Taxability of Sick Pay ... Unincorporated Business Tax 


. . . Child Care Expenses. 


The Furor Over the Taxability of 

Sick Pay 

On April 4th the State Tax Commis- 
sion issued a ruling clarifying the tax- 
able status of sickness disability pay. 
Section 359 (2E) excludes from gross 
income amounts received for personal 
injuries or sickness. The Regulations 
(Art. 40) provide that when a resident 
receives amounts as compensation for 
personal injuries or sickness, they are 
not subject to tax. It should be noted 
that this provision is imbedded in a reg- 
ulation dealing with pension receipts. 
It reads in part as follows: “When re- 
ceived by a resident. all pensions are 





BENJAMIN Harrow, C.P.A., has been a 
member of our Society since 1928, and 
a member of the American Institute of 
Accountants since 1922. He is a mem- 
ber of the New York Bar and Professor 
of Law at St. John’s University. 

Mr. Harrow is a past Vice-President 
of the Society. He is a member of the 
Society's Committees on Meetings and 
Committee Operations, and had served 
for a number of years on the Institute’s 
Committee on Federal Taxation. 

Vr. Harrow is engaged in practice as 
a certified public accountant and at- 
torney in his own office in New York 
City. 


340 





taxable except amounts received . . . (2) 
under workmen’s compensation acts in- 
cluding the Disability Benefits Law ... . 
as compensation for personal injuries 
or sickness...” 

On April 1, 1957 the U. S. Supreme 
Court decided the case of Haynes v. 
U. S. It held that disability benefits 
payments under the 1939 Code. made 
under a formal plan maintained and 
administered by an employer, consti- 
tuted health insurance and were exclud- 
able from gross income. 

The 1954 Code (Sec. 105) provides 
that include 
amounts received by an employee undei 
a qualified employer’s accident or health 
plan as compensation for personal in- 
juries or sickness.” The exclusion under 
the 1954 Code is limited to $100 weekly 
and starts after 7 days of illness unless 
the employee is hospitalized. 


“oross income does not 


The ruling just issued by the Tax 
Commission states that until the decision 
of the U. S. Supreme Court there was 
considerable uncertainty as to the tax- 
ability of disability benefits under un- 
insured plans. That issue having been 
settled as to the Federal law. it is also 
settled the State law, which is 
similar. 

It should be noted that there is no 
limit of the exclusion under State law. 
The ruling goes on to say that for the 


as to 
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New York State Tax Forum 


‘xclusion to apply, the plan must be a 
bona fide written plan in existence at the 
time the sickness occurred. It must 
cover all or a specified class of em- 
ployees. “It must impose a legally en- 
forceable obligation to indemnify the 
employees covered thereunder for ab- 
sence in case of sickness or personal in- 
jury.” It must establish the amount. 
duration and conditions for payment of 
benefits. Further, notice must be given 
to the employee at the time of com- 
mencement of his employment or prior 
to the time the sickness was incurred. 
No plan is deemed to exist if the pay- 
ments are discretionary or voluntary 
and are determined at the time the em- 
ployee receives the payment. 

The ruling also provides that applica- 
tions for refunds may be made where 
such payments had heretofore been in- 
cluded in income. Under the 
statute of limitations, taxpayers may be 
entitled to refunds going back to Janu- 
ary 1, 1954. On 1956 returns, taxpayers 
are advised to exclude such compensa- 
ion at item 10, page 1 (Form IT-201). 
ut to report the disability benefits in 
Schedule E, page 3 (exempt income). 


gross 


Unincorporated Business Tax 


The Governor signed a bill reducing 
the unincorporated business tax by 
15% on the first $100 of tax and 10% 
on the next $200. This is similar to the 
reduction under the income tax law. The 
reduction is applicable to the tax for 
the calendar year 1956 and for fiscal 
years ending during the calendar year 
1957. As originally offered to the legis- 
lature, the reduction proposed was a 
continuing one. As finally passed, it was 
merely for one year. 


1957 


If husband and wife file separate un- 
incorporated business tax returns, each 
taxpayer is entitled to the reduction in 
tax up to $35. However, if a joint un- 
incorporated business tax return is filed, 
there is only one reduction up to $35. 


Child Care Expenses 


For the first time taxpayers in 1956 
were permitted a deduction for child 
For the expense to be 
deductible it must be paid or incurred 
by a woman or a widower (as specially 
defined). It must be incurred for the 
care of a dependent person receiving h's 
chief support from the taxpayer. The 
dependent must be a child or stepchild 
under 12 years of age or, if over 12, 
physically or mentally incapable of car- 
ing for himself. The expenditure must 
be for the dependent’s care while the 
taxpayer is gainfully employed or in 
search of such employment. 

The regulations (Art. 203) define 
gainful employment as services _per- 
formed for compensation within or with- 
out the home as an employee or in self- 
employment. According to the regula- 
tions, the term widower is broadened 
to include a man who is divorced from 
his wife and who has not remarried and 
also a man who is legally separated from 
his wife under a decree of legal separa- 
tion. 


care expenses. 


A married woman may not claim the 
deduction unless she files a joint return 
with her husband. The deduction is 
limited to $400 for one dependent and 
$800 for two or more dependents. Fur- 
thermore the deduction is reduced by 
the amount by which the gross income 
of the taxpayer and spouse 
$6,000. 


exceeds 
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Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


Suspension of Accountants by SEC 


below. 





The SEC on March 28, 1957 announced that Touche, Niven, Bailey & 
Smart and two of its partners were temporarily suspended from practice 
before the Commission for a fifteen day period effective May 1, 1957. 
The Commission’s decision was contained in a 57-page decision which is 
obviously too lengthy for reproduction in this magazine. The Commission, 
however, issued a summary of its decision and the summary is reproduced 
Following the summary is a statement issued by the firm of 
Touche, Niven, Bailey & Smart stating the firm’s position. 


SEC Summary of Accounting Series Release No. 78 


In a decision announced today by 
the Securities and Exchange Commis- 
sion, Touche, Niven, Bailey & Smart, 
New York certified public accounting 
firm, and two of its partners, were 
temporarily 
before the Commission for a 15-day 


suspended from_ practice 


period, effective May 1, 1957. The 
decision, issued pursuant to Rule 
II(e) of the Commission’s Rules of 


Practice, based on findings of 
improper professional conduct in con- 
nection with the firm’s certification 
of financial statements of Seaboard 
Commercial Corporation for 1947 


which in Seaboard’s 


was 


were included 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccouNnTING PRACTICE AND PRo- 
CEDURE. 
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annual report for 1947 filed with the 
Commission pursuant to the Securities 


Exchange Act of 1934. 


Seaboard was a commercial finance 
company, but by the end of 1947 its 
financial condition had drastically 
changed as a result of the concentration 
of its funds in six companies, all of 
which had experienced — increasingly 
serious financial difficulties in 1946 and 
1947. As of December 31, 1917 Sea- 
board’s advances to and_ investments 
in these six companies aggregated 
$5,238,000 out of its stated total assets 
of $7,987,000. These companies had all 
incurred operating losses and had con- 
tinually required further advances from 
Seaboard during 1947, The aggregate 
excess of liabilities over assets of three 
of these companies exceeded $1,200,000 
as of the end of the year. 
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The Commission found, among other 
things, that the $857,729 reserve for 
losses and contingencies in Seaboard’s 
certified balance sheet was materially 
inadequate, and that the respondents 
in certifying to statements including 
this reserve failed to follow generally 
accepted accounting and auditing stand- 
ards and failed to exercise an inde- 
pendent and informed judgment. It 
noted that the senior in charge of the 
field work, which included supplemen- 
tary procedures undertaken because of 
respondents’ awareness of the serious- 
ness of the situation, had estimated, at 
the conclusion of his work, that a re- 
$1,453,551 
Thereafter the partner in charge of 
the audit, following a conference with 
management, had arrived at an esti- 
mated reserve of $1,345,000 and a draft 
certificate used by the respondents 
after several meetings with management 
referred to a need for a reserve of 
about $1,350,000. The Commission 
found that management’s representa- 
tions that the existing reserve of about 
$107,000 was adequate were largely in 


serve of was required. 


the nature of hopes and expectations for 
the future unsupported and contradicted 
by the past history of the six companies. 
The Commission found that respondents, 
contrary to proper auditing procedure, 
did not obtain recent financial state- 
ments as to some of Seaboard’s major 
debtors, and failed to make independent 
inquiries to determine whether inven- 
tories pledged as collateral were prop- 
erly stated. In one instance, where 
Seaboard’s advances of about $1,500,000 
were primarily secured by inventories, 
it developed that such inventories were 
overstated by $635,000. 

In finding the reserve inadequate, the 
(ommission noted that no reserve was 
provided for Seaboard’s investment of 
$12,500 in Coastal Machine Works, 
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Inc., a wholly owned subsidiary, not- 
withstanding the fact that Coastal had 
suffered a permanent decline in value 
and earning power and that its net 
assets, though stated at slightly in 
excess of Seaboard’s investment, improp- 
erly reflected an appraisal write-up of 
about $439,000 which the respondents 
themselves, as Coastal’s certifying ac- 
countants, had questioned. 


The Commission found that respond- 
ents improperly deferred to manage- 
ment’s wishes in deleting from their 
certificate language indicating the con- 
dition of Seaboard’s major accounts. It 
also held that respondents should have 
taken exception to a note to the reserve 
figure which was materially misleading 
in indicating that the reserve was set 
up to provide for future losses that 
might result from uncertain general 
business conditions, rather than in 
recognition of the specific deterioration 
of Seaboard’s accounts. 


Seaboard’s income statement was also 
found misleading by the Commission. 
The inadequate addition to the reserve 
of $750,000 was not charged to income, 
notwithstanding that an addition to the 
reserve was necessitated by develop- 
ments during 1947. The Commission 
noted that if the increase in the re- 
serve of $750,000 had been charged to 
income, Seaboard’s stated net income 
of almost $250,000 would have been 
converted to a loss of approximately 
$500,000, and that an adequate pro- 
vision for losses on uncollectible ac- 
counts would have produced a loss in 
excess of $1,000,000. 


The Commission further found that 
the Seaboard balance sheet, in listing 
as non-current assets only $641,713 
of the advances to companies other than 
Coastal, materially overstated current 
assets and understated non-current as- 
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sets. Notwithstanding the fact that they 
originally estimated the amount to be ex- 
cluded from current assets at $1,374,000 
or $1,500,000, respondents certified the 
financial statements containing the lower 
figure which was materially inadequate 
in the light of the information available. 


The Commission also held that the 
classification of $300,000 of Coastal’s 
total indebtedness to Seaboard as cur- 
rent did not conform to good account- 
ing practice, since Coastal was not in a 
position to liquidate its indebtedness 
currently, and Coastal’s net current 
asset position did not justify such classi- 
fication, it appearing that Coastal’s bal- 
ance sheet, also certified by respondents, 
overstated net current assets by im- 
properly excluding from current liabili- 
ties a reserve for renegotiation claims. 

Noting that Seaboard owned the 
stock of two of its debtors, and exer- 
cised complete control over others, the 
Commission held that the balance sheet 
was further materially misleading in 


listing amounts owed by these com. 
panies as due from customers rather 
than from subsidiaries. 

While recognizing that respondents 
certain disclosures and 
an the reserve figure 
originally proposed by Seaboard, the 
Commission concluded that the finan. 
cial statements and the certificate as a 
whole improperly minimized adverse 
disclosures and failed to portray realis. 
tically the financial condition of Sea. 
board. The Commission emphasized 
that the responsibility of an independent 


insisted upon 


increase over 


public accountant is not only to the 
client who pays his fee, but also to 
investors, creditors, and others who may 
rely on the financial statements which 
he certifies, and that he must report 
fairly on the facts as he finds them. 
Respondents, who had contested the 
charges against them, had stressed that 
two partners of the firm who had prin- 
cipal roles in the audit had died and 
the composition of the firm had sub- 
stantially changed since the audit. 


Statement By Touche, Niven, Bailey & Smart 


Because of our firm’s audit report for 
Seaboard Commercial Corporation for 
the year ended December 31, 1947, the 
Securities and Exchange Commission 
nine years later on March 28, 1957 is- 
sued an order suspending our firm from 
practice before it for fifteen days com- 
mencing May 1, 1957. Similarly sus- 
pended were Mr. William W. Werntz, 
since 1950 a partner in the firm, and 
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Mr. Henry E. Mendes, who retired from 
active practice in 1950. A copy of the 
Commission release, which is annexed 
hereto, summarizes the 57-page opinion 
of the Commission. 

It is, of course, a matter of grave 
concern to the firm that the Commission 
has expressed its opinion that the 194! 
Seaboard audit represented a departure 
from proper accounting practice. We 
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believe that our clients are entitled to a 
statement of our position. 


An appraisal of the facts must start 
with the organization of the then new 
frm of Touche, Niven, Bailey & Smart 
in September 1947 as a merger of three 
preexisting firms. The Seaboard audit 
occurred during the first audit season 
of the new firm. Mr. Thomas W. Brown, 
who for several years had been in 
charge of the audits of Seaboard for the 
old firm of Touche, Niven & Co., was 
again the partner in charge of the audit. 
It was not until after Mr. Brown died 
in 1950, however, that the Commission 
decided to institute the present proceed- 
ing. He was the only member of the 
frm fully familiar with Seaboard’s af- 
fairs, and the other members of the firm, 
Messrs. Hall and Mendes, who were 
called in to participate in decisions in- 
volved in the audit, necessarily relied 
upon his detailed knowledge of the situ- 
ation. His death shifted to others the 
burden of defending his decisions and 
explaining the reasons for them. 


on Mr. 


Brown’s 


This burden fell mainly 
Werntz, who had been Mr. 
assistant and who had shortly before 
joined one of the constituent firms in the 
merger as an employee, after serving for 
nine years as chief accountant for the 
Commission, and who did not become a 
partner until 1950. 


Seaboard was not a typical finance 
company. Its charges on loans, as in- 
lerest, service charges or business ad- 
visory charges, ran up to 24% per an- 
ium and it maintained a_ subsidiary 
company called Seaboard Consultants. 
Inc. for the sole purpose of assisting its 
customers in overcoming their business 
lificulties. Necessarily, its customers 
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were mainly companies which were not 
in sound financial condition. During 
1917, Seaboard had increasingly concen- 
trated its advances to a few debtors, 
all of whom had poor histories, with 
operating losses and either little net 
worth or actual deficits of net worth. 
Seaboard’s advances were secured only 
in part by accounts receivable of the 
debtors; the collateral was mainly in- 
ventories and chattel and other mort- 
gages, and the debts were not all fully 
secured. 


Seaboard’s own balance sheet at the 
year end of 1947 carried a_ reserve 
against losses of $107,000 and all of its 
advances to debtors were carried on the 
balance sheet as current assets. Our 
firm’s regular audit procedures disclosed 
not only the concentration of receivables 
in a small number of accounts but also 
the possibility that serious losses would 
be sustained. Therefore, it was deter- 
mined to undertake supplementary audit 
procedures to develop further the extent 
of the problem and to obtain a more 
detailed knowledge of the debtor com- 
panies. As the result of these supple- 
mentary audit procedures, our firm con- 
cluded that a substantial addition to the 
reserve for losses would be required and 
that a considerable portion of the receiv- 
ables was improperly classified as cur- 
rent assets and should be reclassified as 
non-current receivables. The manage- 
ment of Seaboard vigorously denied this 
and insisted that the loans would be 
worked out without loss, or with losses 
not exceeding the reserves which Sea- 
board had itself established. 


Our firm refused to certify the bal- 
ance sheet as presented because, in our 
judgment, the reserves were inadequate 
and current assets were overstated. Man- 
agement then inquired as to what we 
would do if the reserve for losses were 
increased to $500,000 and a portion of 
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the current assets were reclassified as 
non-current receivables. We advised 
them that. in that event, we would give 
only a qualified opinion which would 
exclude an opinion as to the adequacy 
of the reserves. 

At the conclusion of a series of con- 
ferences during which management in- 
sisted that we were being harshly pessi- 
mistic, we stated that we would insist 
upon a reserve of $857,000 and the ex- 
clusion from current assets of approxi- 
mately $1,000,000 of receivables from 
debtors and a subsidiary and the dis- 
closure in a footnote that $3,158,000 of 
receivables were due from three cus- 
tomers, if we were to give an unqualified 
opinion on Seaboard’s financial state- 
ments. These conferences consisted of 
some half dozen in number and extended 
over a period of two weeks and were 
held with Mr. Babcock, the president of 
the company (who was then highly re- 
garded by the leading New York 
banks), the executive vice-president, Mr. 
Rose (who had a short time previously 
come to Seaboard from one of the 
largest New York banks), and other 
officers of Seaboard. Management fin- 
ally acceded and the balance sheet was 
changed accordingly. 

Seaboard’s banker creditors became 
very disturbed upon the receipt of our 
audit report by the disclosures of the 
increase in the reserve for losses to 
$857.000, the reclassification of approxi- 
mately $1,000,000 of receivables as non- 
current and the concentration 
of loans to a few debtors. As stated 
by one of the banker creditors, the 
audit report had “certainly hung out 


assets, 


all the red flags.” 

The banking creditors, after examin- 
ing our audit report, promptly com- 
menced an investigation of Seaboard’s 
affairs which among other things re- 
sulted in the banking group retaining 
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our firm to make a study as of June 30, 
1948 in order to ascertain the develop. 
ments during the six months since Jan- 
uary 1, 1948; promptly after the rendi- 


tion of our special report on July 15, 
19148, the banks took immediate action 
to terminate their credits to the com- 
pany, which resulted in its liquidation 
in 1949, 

The losses realized by Seaboard in the 
liquidation of its debtors far exceeded 
the 1947 year end reserve for losses, 
The Commission proceedings were not 
instituted until 1952. The hearings, 
therefore, were held in the context of 
events subsequent to the audit and the 
knowledge of these subsequent events 
made it impossible to reconstruct the 
environment in wh‘ch the accountants 
made the 1947 audit of Seaboard as a 
going concern. 


The record is replete with evidence of 
events which occurred after the audit, 
such as subsequent losses of companies 
to which Seaboard had made advances, 
as well as the ultimate losses realized by 
Seaboard on the advances made by it 
when its debtors were liquidated. The 
Hearing Examiner admitted such evi- 
dence, over the objection of our counsel. 
on the faliacious theory that it proved 
that there was a downward trend exist- 
ing at the time of the audit. The Com- 
mission in its decision has admitted that 
facts not in existence or available at the 
time of the audit should not properly 
be considered. It further states that it 
has ignored such evidence and that to 
the extent that it has referred to events 
that took place after the audit, “such 
reference has been only for informa- 
tional purposes”—the meaning of which 
we do not understand. 

However, the Commission refused our 
counsel’s request that the case should be 
sent back with instructions that it should 
be heard again with hindsight evidence 
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excluded. which, of course, would have 
been the procedure if a trial before a 
court of law were involved instead of an 
administrative proceeding. We accord- 
ingly believe that the Commission has 
inescapably been influenced by the hind- 
sight evidence which was improperly 
admitted. 

As a matter of hindsight, it is now 
obvious that the balance sheet reserves 
were wholly inadequate to cover the 
eventual losses in liquidation. However, 
the proper amount of reserves, in the 
situation found at Seaboard at the end 
of 1947, was not a mathematically de- 
terminable figure but was a matter of 
judgment on which men could, and in 
this case did, widely disagree. Sea- 
board’s management thought that the 
final reserve was far too high, while 
the initial reaction of Mr. Brown was 
that an even higher reserve might be 
required. The final reserve which we 
approved represented our best judgment 
in light of the factual information avail- 
able, as supplemented by the opinions 
of the management of Seaboard as to 
the future prospects of the debtors. We 
believe that what is important is that 
the final reserve figure represented an 
honest judgment conclusion, even though 
subsequent events proved that the 
amount of future losses actually to be 
sustained had been underestimated. 


The Commission has seized upon the 
fact that the final reserve for losses was 
less than Mr. Brown’s initial estimated 
reserve, as evidence of our tempering 
our judgment to meet the wishes of a 
client. The facts do not warrant this 
inference, which we believe to be based 
primarily upon a knowledge of the sub- 
sequent history of Seaboard rather than 
an examination only of the facts avail- 
able at the time of the audit, without the 
prejudicial knowledge of later events. 
There is no basis for the Commission's 
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inferring that, if an accountant modifies 
his initial view on a question after listen- 
ing to the views of his client, he has 
thereby acted improperly. Especially is 
this the case where the question involved 
is one of judgment as to the future busi- 
ness prospects of businesses about which 
the client has a much more intimate 
knowledge than the accountant. 

It is fruitless to review the lengthy 
testimony and the hundreds of exhibits 
put in evidence to determine whether 
(if we could ignore what we now know 
of Seaboard’s subsequent history), we 
would again conclude that a_ reserve 
of $857,000 was adequate. We now 
know, for example, that Seaboard’s past 
history of working out advances to 
debtors in difficulty was not repeated 
in 1948, although this past successful 
history was a factor naturally taken into 
consideration at the time of the 1947 
audit, as were the high standing of 
Seaboard and the confidence in the 
conservatism of its management then 
entertained by the financial community. 
What we believe to be significant is 
the fact that the audit was pursued well 
beyond normal audit procedures be- 
cause of the difficulties found to exist, 
that lengthy and serious consideration 


was given to the available facts, and 
that our conclusion was the result of 


the exercise of honest judgment and 
not a yielding to the wishes of the client. 

The poor financial condition of Sea- 
board’s debtors created problems not 
only with respect to the size of the 
reserve for losses, but also with respect 
to the treatment of the receivables as 
current assets, whether the addition to 
the reserve should be charged to income 
or to earned surplus, and related ques- 
tions of balance sheet presentation. The 
Commnission’s views on all of these other 
questions reflect its assumption that the 
situation was far worse than was indi- 
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cated by the $857,000 The 
audit report. on the other hand, was 
based on the assumption that the 
$857,000 reserve was adequate, and that 


reserve. 


the underlying view of the situation that 
justified that reserve figure also justi- 
fied the treatment given to the related 
problems of the audit report. 

These related questions largely of a 
technical accounting nature which are 
discussed in the Commission’s release 
after its criticism of the amount of the 
reserve for losses, in the order in which 
they are taken up, are as follows: 

1. The Commission claims that proper 
auditing procedures required us to make 
still further investigation before deter- 
mining the addition to the reserve. 

As we have already noted, as soon 
as the regular audit procedures dis- 
closed that an unusual situation existed, 
we initiated supplementary audit pro- 
cedures and took such steps as appeared 
to us to be reasonable at the time to 
obtain all available evidence as to what 
losses might be expected to be realized 
on the advances. The extent of sup- 
plementary audit procedures is not a 
matter of auditing rules but is neces- 
sarily a matter of judgment. 

The Commission release specifically 
criticizes the failure to have discovered 
that the of one of Sea- 
board’s debtors had been overstated by 
$635,000. The 
pany had been audited by independent 
accountants as of June 30, 1947; un- 
audited figures as of November 30, 
1917 had been furnished to us; and 
the overstatement was not ascertained 
until after the completion in May, 1948, 
of an audit of the debtor by its own 
and was not 


inventories 


accounts of this com- 


independent auditors, 
known or suspected by anyone at the 
time of our audit. 

2. The Commission 
failure to set up a reserve for Seaboard’s 


criticizes the 
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investment in a non-consolidated sub. 


sidiary, Coastal Machine Works. Ine., 


on two grounds, that it had suffered a 
permanent decline in earning power 
and that its assets had been improperly 
written up by an appraisal. 

The claim of a permanent decline in 
earning power is similar to the claim 
that greater losses would be incurred 
on the advances to the various debtors, 
Absent hindsight, the question was one 
of judgment. The then available in. 
formation as to the future prospects of 
Coastal’s business, in our judgment, did 
a permanent decline in 
earning power. However, there was no 


not disclose 


question of non-disclosure because the 
audited Coastal financial — statements 
were physically attached to the Sea. 
board audit report. 

With respect to the appraisal, our 
separate certificate to the Coastal bal- 
ance sheet called attention to the write- 
up and disclaimed any _ responsibility 
on our part for it. In addition, the cer- 
tificate on the Seaboard balance sheet 
expressly called attention to the ac- 
companying Coastal statements and the 
fact that there was included in its 
capital and surplus $439,378.67 arising 
from reappraisal. There was thus full 
disclosure of the appraisal for which 
we took no responsibility. Further- 
more the appraisal was made by a 
reputable appraisal company and there 
was no basis for us to demand that a 
reserve should be set up because of it. 


3. Criticisms are made (a) of the 
deletion in our final certificate, at man- 
agement’s request, of certain language 
which had appeared in an earlier draft 
and (b) of the language used in a foot- 
note referring to the reserve. 


The first is another aspect of the 
theory that if an accountant modifies his 
original view on a matter after listen: 
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ing to his client, it constitutes improper 


deference to the client’s wishes. If the 
deleted language is examined, it is 


clear that its retention or deletion was 
of minor significance. 

Qne sentence in the footnote on the 
reserve is criticized by the Commis- 
sion, and the wording is perhaps 
unfortunate. However, this 
cannot be isolated from the balance of 
the footnote, and the note read as a 
whole, together with the statement in 
our certificate, makes it clear that the 
which 


sentence 


reserve was set up for losses 
might be incurred in respect of out- 


standing advances to Seaboard’s debtors. 


4. The Commission criticizes the fact 
that the $750,000 increase in the re- 
serve was not charged to the income 
account. 

This criticism again is based upon the 
sane premise as the criticism of the 
reserve, namely, that with the knowledge 
of what subsequently occurred, we 
should at the time have realized the in- 
evitability or the probability that losses 
would be realized to the full extent of 
the reserve, in which event it should 
have been charged to income. The fact 
is, however, that at the time, as set forth 
in our contemporaneous audit memoran- 
dum. our representatives believed that 
“While it seemed possible that ultimately 
the losses might exceed the amount pro- 
vided. it is also quite possible that ulti- 
mate losses might be substantially less 
than this provision and even minor in 
amount.’ They that the 
$750,000 did not constitute an item re- 
quired to be charged to income rather 
than to earned surplus. They specifically 
called attention to what they had done 
by requiring the insertion of the follow- 


concluded 


ing language in a footnote: 


“Should any losses ultimately be sus- 
tained in excess of the portion of the 
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reserve provided by charges against 
income, provision therefor will be 
made by additional charges to in- 
come.” 


Since 1948 there has developed an 
increasing tendency on the part of our 
profession to charge all such items to 
income rather than earned surplus. The 
conclusion reached by our partners in 
1948 must, however, be judged in the 
light of the then existing accounting 


-practices. In the light of hindsight it is 


difficult if not impossible to recreate the 
situation as it appeared to our represen- 
tatives at the time, and to fairly evalu- 
ate the wisdom or lack of wisdom of 
their judgment. 


It is also important to note in weigh- 
ing the importance of this criticism 
made by the Commission that the ques- 
tion involved is strictly one of account- 
ing technique and that no question of 
disclosure or non-disclosure is raised. 
The fact that an additional $750,000 
was added to the reserve was obvious 
in the financial statements and no addi- 
tional information could have been 
gleaned by a reader if this amount had 
been dealt with through the income ac- 
count instead of charged directly to 
earned surplus. 


5. The Commission criticizes as in- 
adequate the amount which we required 
to be transferred from current to non- 
current assets for advances to debtors, 


namely $641,000. 


The basis for the criticism given in 
the release is that our original estimate 
had been higher and had been subse- 
quently reduced. Not only is this a re- 
iteration of the unjustified assumption 
that a reduction of an original estimate 
is necessarily improper, but it is speci- 
fically negatived by the facts in this 


instance. The reason for the reduction 
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was that the original estimate was based 
on the one-year test of current assets. 
Thereafter it was determined that it was 
proper, in accordance with Accounting 
Bulletin No. 30, which had 
months earlier, to 


Research 
been issued a few 
adopt instead the business cycle test. 
That the one-vear test was not used was 
disclosed in a footnote to the balance 
sheet, which stated 

“In accordance with generally recog- 
nized trade practices in the business 
in which the Corporation is engaged. 
notes and accounts receivable include 
items, a substantial but indetermin- 
able amount of which may not be fully 
realizable within one year.” 

The Commission in its decision fur- 
ther in support of this criticism again 
reverts to its basic contention that our 
representatives should have realized that 
the various debtors had no chance of 
profitable operations in the future and 
that even disregarding the one-year test. 
the amounts retained in current assets 
could not have been reasonably expected 
to be realized within the business cycle. 
It also questions the view of our repre- 
sentatives that a finance company lend- 
ing money on an essentially revolving 
credit basis to companies who could not 
obtain bank credit was necessarily un- 
dertaking a relatively long business re- 
lationship and that as advances would 
be repaid from time to time when the 
debtors made sales and received pay- 
ment, further advances would concur- 
rently be made against the debtors’ ac- 
counts receivable, inventories, etc., and 
that this did not render the advances 
non-current. Finally, the Commission 
claims that even accepting the principles 
which were adopted by our representa- 
tives, the mathematical computation of 
the $641,000 was incorrect. 


The decision as to the correctness of 
the computation, after the test to be used 
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had been determined, was made |, Mr, 
Brown. Mr. Brown is dead and we have 
been unable to reconstruct his reasons 
for accepting the ultimate figure. The 
decision as to what to include in current 
assets under the business cycle test is 
a matter of judgment, and although we 
might well today have transferred a 
larger amount from current assets, the 
decisions reached by our representatives 
nine years ago do not justify a censure 
of them. 


6. The Commission also criticizes as 
inadequate the amount of $318,000 
which we required to be transferred 
from current to non-current assets for 
advances to Coastal. a wholly-owned 
subsidiary. 

The basis of classification which we 
used was that recognized in Regulation 
S-X of the Commission, namely whether 
the subsidiary has sufficient net current 
assets to cover the advances made by 
the parent. Applying that test, $318,000 
was required by us to be transferred 
from current to non-current. The Com- 
mission takes the position that notwith- 
standing its rule, the test which, should 
have been applied was whether or not 
it was the intention of the subsidiary 
currently to liquidate the indebtedness 
to its parent. We do not believe that 
good accounting practice required the 
exclusion of such advances from current 
assets. In support of our view, we call 
attention to the fact that in a consoli- 
dated balance sheet the excess of current 
assets over current liabilities of a sub- 
sidiary would be included in the con- 


solidated net current assets. 


7. The final criticism of the Com- 
mission is that since Seaboard owned 
the stock of two of its debtors and 
exercised complete control over others. 


these companies were erroneously listed 
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in the balance sheet as customers rather 
than subsidiaries. 

All of the companies in question were 
treated by Seaboard on its books as 
customers and not subsidiaries, and the 
the officers of 
the Commission 


sworn. statements of 
Seaboard filed with 
so classified them. 


With respect to the two companies 
whose stock was owned by Seaboard, in 
one of these companies Seaboard’s total 
investment and advances as of Decem- 
ber 31, 1947, amounted to only $15,000, 
and the testimony is that this item was 
ignored because of its size. In the case 
of the other company, the testimony is 
clear that the ownership of its stock 
by Seaboard was intentionally con- 
cealed from us and by a method which 
was calculated not to arouse our sus- 


picions. 


As to the other companies, the Com- 
mission has taken the position that 
when a creditor has a de facto control 
over a debtor who was not meeting his 
obligations, the debtor should be treated 
for report purposes as a “controlled” 
person or subsidiary of the creditor. 
This position is, we believe, without 
precedent. We know of no practice 
whereby banks and other lending insti- 
tutions treat as subsidiaries debtors 
over which they have de facto control 
because of the latters’ default in meeting 
their obligations. We believe that this 
view expressed by the Commission in 
this case presents insoluble problems for 
the accounting profession. In any event, 
we do not believe that there was any 
departure from the then accepted ac- 
counting principles in this regard in 
our audit. 

The preceding completes a review of 
all of the criticisms by the Commission 
contained in its release. It is our con- 
sidered judgment that an analysis of 
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these criticisms requires the conclusion 
that even though in an audit of Sea- 
board today by our present partners 
different decisions might well have been 
made on some of the questions involved 
from those made by our three former 
partners, nevertheless the Commission’s 
decision that the audit report repre- 
sented a failure on the part of our 
representatives to fulfill the  firm’s 
responsibilities as independent account- 
ants, is not justified. 





In addition, we believe that the Com- 
mission’s decision is especially unfair 
both to Mr. Werntz and to the other 
members of our present firm. The facts 
are undisputed that there were three 
partners of our firm involved in and 
responsible for the Seaboard audit. Mr. 
Brown was the partner in primary 
charge and Mr. Brown died before the 
proceedings commenced. Mr. Hall was 
the next most active partner participat- 
ing in the audit and he is now dead. 
The third partner who was involved in 
the audit was Mr. Mendes, and he has 
been retired from practice for some 
years. 


Mr. Werntz was Mr. Brown’s chief 
assistant in the audit. He was not a 
partner of the firm at the time and 
was not made a partner until 1950. 
The Commission’s decision states that 
“We recognize that Brown, and to a 
lesser degree Hall, had the more active 
responsibility for the decisions made 
in the course of the audit, and that 
Werntz made a number of suggestions 
which were not ultimately followed and 
did not participate in all the confer- 
ences.” He had no decisional responsi- 
bilities for the audit and was in fact 
reassigned to another out-of-town en- 
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gagement before the final decisions 
were made and the report completed. 

The Commission’s decision gives as 
one reason for not recognizing the dif- 
ference in responsibility between Mr. 
Werntz and the partners engaged in 
the audit, the fact that Mr. Werntz 
on the witness stand “vigorously de- 
fended” the audit. This would appear 
to be punishing him not for what he 
did in the audit but for the opinions he 
has expressed at a later date. 

With respect to the present firm, the 
decision gives no consideration to facts 
which we consider of great importance. 
This audit occurred nine years ago and 
shortly after the organization of the new 
firm of Touche, Niven, Bailey & Smart. 
Its membership has changed substan- 
tially during the nine-year period and a 
large majority of the present fifty-seven 


partners of the firm have become such 
since the time of the audit. Further. 
more, of the partners, Mr, 
Werntz is the only one who had any 
participation in the Seaboard audit. 


present 


In the light of these facts we believe 
that the Commission was not justified 
in disciplining the large group of men 
who constitute the present membership 
of our firm, only one of whom was in 
any way associated with the acts com- 
plained of. 





We end this statement by referring 
to the conclusion of the brief filed be- 
fore the Commission on our behalf by 
our counsel, Messrs. Sullivan & Crom- 
well. which is annexed hereto. 


ToucHe, NIVEN. BAILEY & SMart 
April 8, 1957 


Extracts from Brief of Messrs. Sullivan & Cromwell 
Before the Securities and Exchange Commission 


Conclusion 


If the Hearing Examiner’s lengthy de- 
cision of 336 pages is analyzed, it is 
evident that he based his conclusion 
upon the ground that in his opinion the 
respondents showed a lack of independ- 


ence in the Seaboard audit. 


To support his finding as to lack of 
independence, the Hearing Examiner 
relies primarily upon the fixing of the 
reserve at $857,000. Having reached 
that conclusion, he then attempts to 
bolster it by finding that every account- 
ing decision of the respondents as to 
which any difference of opinion could 
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exist was not only erroneously decided, 
but is further evidence of lack of 
independence. 

We have shown that the Hearing Ex- 
aminer’s conclusions are wholly un- 
justified by the record. 

With respect to the fixing of the 
reserve at $857,000, there is no evi- 
dence whatsoever that the respondents 
abdicated or compromised their own 
judgment because of an assumed desire 
to meet the wishes of the client. 

No possible motive has been sug: 
gested for the accountants’ being willing 


May 





1 


uch 
ither- 
Mr. 
| any 
it. 
elieve 
ified 
men 
rship 
as in 


com- 


rring 
1 be- 
lf by 


rom: 


MART 


ded. 
of 


Ex- 


un- 


the 


evi- 





ents 
own 


sire 


sug: 


ling 
g 


May 





Accounting at the SEC 


to fix the reserve at a figure which was 
not their honest judgment. Nor is the 
fact that the initial estimate was reduced 
from $1,121,000 to $857,000 any basis 
whatsoever for concluding that the 
figure finally arrived at was not the 
honest judgment of the accountants. 
We contend that if all the facts are 
fairly weighed, there is no basis what- 
soever for the Hearing Examiner’s con- 
clusion that the respondents, or any of 
them, acted unethically or improperly 
or demonstrated any lack of independ-° 
ence. Their judgment on some issues 
although in 
influence of 


may be open to question 
view of the inevitable 
hindsight it is impossible for even a 
most objective person successfully to 
put himself back in the position in 
which the accountants were in March, 
1918 and to appraise their judgment 
today on the basis of the then known 
or knowable facts. 
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Eight years have gone by since the 
Seaboard financial statements for 1947 
were filed with the Commission and 
four years passed before this proceed- 
ing was initiated. While the passage of 
time has to some extent obscured the 
facts and the reasons why the individual 
respondents reached certain decisions, 
the inescapable and most important 
single fact is that the individual re- 
spondents exercised their best inde- 
pendent judgment throughout the audit. 

Respondents have upheld in full 
measure the standards of their profes- 
sion in connection with the Seaboard 
audit and this proceeding should be 
dismissed. 


Respectfully submitted, 


SULLIVAN & CROMWELL, 


Attorneys for Respondents. 


April 5, 1956. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Brock. C.P.A. 


Control Over Refunds of Federal Income Tax. . 


. “Do It 


Yourself” in Personal Income Tax Work. 


Control Over Refunds of Federal 
Income Tax 


It appears that the Treasury Depart- 
ment will not issue overestimate refund 
checks, particularly large ones, as 
quickly as heretofore. Thus, many re- 
funds may not be disposed of for a year 
or even more. This heightens the prob- 
lem of control over unsettled refunds. 

Accountants would do well to set up 
controls, where none presently exists, 
for following up taxpayers as to whether 
refunds due were received, and to file 
formal refund claims to avoid the tolling 
of the statute of limitations. To ac- 
complish these objectives two control 
records are required. 

To follow up taxpayers, by mail or 
by telephone, as to whether a refund 





Max Btock, C.P.A. (N. Y., Pa.) is a 
former chairman of the Committee on 
Administration of Accountant’s Practice 
of the New York State Society of Certi- 
fied Public Accountants. He is a lecturer 
at The City College of New York in 
the graduate Accounting 
Practice. Mr. Block is a member of the 


firm of Anchin, Block & Anchin. 


course on 
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was received, involves the use of a 
follow-up card (or other tickler device) 
which could be shifted readily to dif- 
ferent date sections of a small box file. 
Divider cards for every month of the 
year would be used and eighteen months 
are all that need be provided for in a 
file. A card is prepared for each refund 
receivable, and on it would be listed the 
taxpayer's name and address, tax year. 
amount of refund, final disposition, and 
such other data as each practitioner 
would care to have. In additien, the 
date the return was sent to the tay- 
payer, and the date that a_ protective 
claim should be prepared (allow at least 
two months prior to outlaw date) must 
be noted very conspicuously. 

The first follow-up of a card might 
be made after, say, six months. Thus. 
a card for a return mailed in April 
would be placed in the October section. 
On October 1 all cards are removed 
from the October section, the taxpayers 
are communicated with, the outcome 
noted, and the cards are then disposed 
of as follows: 


l. If the refund was received. a nota- 
tion to that effect is made and the card 
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may be attached to the file copy of the 
may be made 


form covering 


notation 
control 


return. or a 
on any other 
the return. 

2. If the refund was not received, the 
card is then refiled for follow-up. per- 
haps. three months later. A card should 
never be filed beyond two months before 
the terminal date for consideration of 
the filing of a protective claim. 

After a refund claim has been filed, 
that too must be recorded in a follow- 
up file to protect against the tolling of 
the statute of limitations on the proc- 
essing of the claim. Various forms of 
controls are possible in this instance. 
For example, an extra copy of the claim 
might be kept in a chronological file, or 
acard or other record might be main- 
tained on which requisite data is re- 
corded. and which is filed chronologi- 
cally for action at a date timely for 
the commencement of legal action, if 
necessary. 


“Do It Yourself” in Personal Income 

Tax Work 

Personal income tax return prepara- 
tion becomes more complex and time 
consuming almost annually as new con- 
cessions are made to taxpayers and as 
technical requirements are increased. 
Firms that prepare large numbers of 
returns generally are finding the tax 
season an increasingly serious problem 
because of the pressure of increased 
preparation time requirements, aggra- 
vated in many instances by staff prob- 
lems. 

Where this condition is serious, af- 
fected practitioners might obtain con- 
siderable relief by arranging to have 
taxpayers fill out printed 
schedule forms, some of which will be 


themselves 


“self-auditing” and which possibly may 
become schedules for the federal and 
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stale income tax returns without rewrit- 
ing. For example, a dividend income 
schedule might be printed up and fur- 
nished to all taxpayers. It would con- 
tain six columns, four columns for 
quarter periods, one for extra dividends, 
and a total column. Taxpayers would 
be asked to fill out the schedule in all 
This would enable them to 
recognize omissions and make imme- 
diate inquiry. The form should also re- 
quest that tax-exempt dividends be ear- 
marked and explanatory data attached, 
and that stock dividends also be sep- 
arately listed. 


respects. 


Columns may be added for such in- 
formation as tax-exempt amounts and 
tax withheld. In short, the taxpayer 
would prepare completely the dividend 
schedule, to the best of his ability, and 
to the fullest possible extent. If the 
schedule is printed on translucent paper, 
and if it is legible, it could be repro- 
duced on a diazo-type machine directly. 
The schedule obviously would be re- 
viewed and changes made, where nec- 
essary, by the auditor. However, large 
savings of time can be achieved by 
the extension of this “do it yourself” 
program to as many items, and to as 
many taxpayers as possible. 


An educational job is involved, ob- 
But it should be possible to 
get greater taxpayer cooperation from 
year to year. The problem should be 
explained, straightforwardly, to clients 
and their aid solicited. An impelling 
factor in client compliance may be the 


viously. 


fact that fees reflect, to some measure, 


the accountant’s time, and that time 
saved means fees saved. 
Practitioners who now use “do it 


yourself” forms are requested to sub- 
mit for publication in_ this 
column. 


copies 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 


Sick Pay—Income and Payroll Tax Aspects 


The United States Supreme Court 
decision of April 1, 1957, in the case of 
Haynes v. U. S., had repercussions as to 
the exclusion of sick pay for New York 
State income tax. The recent interest in 
the subject thus stimulated warrants a 
review of the income and payroll tax 
features of sick pay. 

The Supreme Court held that disa- 
bility benefit payments made under a 
formal plan maintained and adminis- 
tered by an employer constituted health 
insurance and were excludable from 
gross income. 

Section 359, paragraph 2-E of the 
New York State Tax Law excludes from 
gross income amounts received through 
accident or health insurance or under 
Workmen’s Compensation Acts. as com- 
pensation for personal injuries or sick- 
ness. 





SAMUEL S. Ress. an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
payroll taxation 


specializing in and 


labor-management matters. 
Dr. Ress is a member of the Society's 
Committee on New York State Taxation 


and Chairman of its Subcommittee on 
Unemployment Insurance. 
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The Internal Revenue Code of 1954 
in sections 104, 105. and 106 covers the 
treatment of sick pay for Federal in- 


come tax purposes. Sections 3121 (a) 


and 3306 (b) defining “wages” for 
Federal Insurance Contributions Act 


and Federal Unemployment Tax_pur- 
poses, respectively, cover the sick pay 
rules applicable to Federal unemploy- 
ment and social security taxes. 
Despite the fact that section 105(d) 
of the Internal Revenue Code exempts 
sick pay, as specially defined. from in- 
come tax, there is no provision in the 
sections of the Code relating to “Collec- 
tion of Income Tax at Source on Wages” 
dealing with withholdings on sick pay. 
Under the Regulations, however, the 
employer is given the option to with- 
hold or not to withhold. Section 105(d) 
includes the following provision: 


“.. . Wace Continuation PLans. 
Gross income does not include amounts 
referred to in subsection (a) if such 
amounts constitute wages or payments in 
lieu of wages for a period during which 
the employee is absent from work on 
account of personal injuries or sickness: 
but this subsection shall not apply to the 
extent’ that) such amount 
weekly rate of $100... . 7 


exceeds a 


An employer is not required to with- 
hold income tax from excludable sick 
pay provided his records show: 
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|. Separately, the amount of each 
sich payment and the excludable por- 
tion thereof, and 

2. Contain either a written statement 
from the employee specifying whether 
his absence from work during the period 
for which the payment was made was 
due to a personal injury or whether 
such absence was due to sickness. and. 
if due to the latter. whether he was hos- 
pitalized for at least one day during 
the period: or any other information 
which the employer reasonably believes 
establishes the employee’s right to the 
exclusion. 


All such payments must be included 
in the amount shown as total wages on 
form W-2. However. an employer who 
maintains the records as specified above 
may also show excludable sick pay on 
form W-2 as a separate item regardless 
of whether or not income tax was with- 
held from such amounts. 

An employer who directly makes 
“loss of wage” payments for sickness or 
injury to his employee should reduce 
such policy to writing and so notify his 
employees if he and they are to be able 
to take advantage of the new sick-pay 
ruling by New York State as well as 
under the Federal statute. Both Federal 
Statute and State Ruling require that the 
payments be made under a “Wage Con- 
tinuation Plan” and not be at the sole 
will of the employer who has no legal 
obligation to make such payments. 

It is interesting to note that the 
Federal regulations do not require the 
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employer to check the accuracy of the 
employee’s written statement, referred 
to above. In lieu of such statement, the 
employer’s records may contain support- 
ing data based on any other information 
which the employer reasonably believes 
establishes the employee’s right to claim 
the “Wage Continuation Plan” payment 
as tax exempt. 

On the other hand. New York State. 
in its ruling of April 4. 1957, has an- 
nounced that all “sick pay” income tax 
exclusions will have to be supported by 
doctor’s certificates. and other record 
proof including a statement from the 
employer that the wages had been paid 
pursuant to a “Wage Continuation Plan” 
during the illness of the employee and 
pursuant to a legal obligation on the 
part of the employer. 

It is important to note that sick pay is 
not taxable for either New York State or 
Federal Unemployment Insurance nor 
is it subject to tax under the Federal 
Insurance Contributions Act. 

The State Unemployment Insurance 
Law provides that “Remuneration” does 
not include and tax should not be paid 
on sickness or accident disability pay- 
ments subsequent to six complete calen- 
dar months following the month in 
which the employee last worked. Re- 
muneration under this law does not in- 
clude any payments made by an em- 
ployer to or on behalf of an employee 
or any of his dependents under a retire- 
ment. sickness. accident. medical. hos- 
pital or death-benefit plan covering all 
or a class of his employees. 








Federal Income Tax Notes 


Conducted by Ricuarp S. Heisrein, C.P.A. 


Revision of Bulletin F 


Accounting Period Regulations Have Been Adopted . 
IT 3369 re: Circulation Expenses . 
Payments Held in a Suspense Account 
Subsidiary . . . Involuntary Conversion . 


Revision of Bulletin F 

The Revenue Service has finally com- 
menced revising Bulletin F dealing with 
It has in- 


requested suggestions and 


useful lives of fixed assets. 
vited and 
advice on experience in various trades 
and industries with respect to normal 
useful life of assets used in such trades 
or industries. It is particularly inter- 
ested in pertinent data concerning op- 


erating conditions. technological —im- 
provements. and economic changes 


peculiar to the industrial uses of the 


assets. 





RicHarbD S. Hestein. C.P.A.. has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation. as well as various 
other committees. He is presently a 
member of the Committee on Publica- 


tions. 


Mr. Helstein has contributed to account- 
ing and other publications. and delivered 
addresses before our Society and other 
professional societies. He is associated 


with J. K. Lasser & Co. 
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No Rulings on Section 481 at Present ... 


. Modification of 
. Omission from Gross Income . , . 
Loss on Liquidation of 
. . Statutory Notice of Deficiency. 


All suggestions must be submitted by 
June 30, 1957 to the Commissioner of 
Internal Revenue. Washington 25, D.C. 
attention: T:S:EA:F. 


No Rulings on Section 481 at Present 


Despite the fact that issuance of the 
proposed regulations interpreting See- 
tion 481, IRC 1954 covering adjust- 
ments required by changes in method 
of accounting. will be indefinitely post- 
poned. the will continue to 
refuse to act on applications for per 
mission to change methods of account: 
ing which involve adjustments under 


Service 


Section 481 (Tech. Inf. Rel. No. 41. 
2a /at):- 
Accounting Period Regulations 

Have Been Adopted 

In adopting the final regulations 
under Secs. 441-443, IRC 1954. there 
have been some noteworthy changes 


and additions, particularly with respec! 
to Sec. 1.442-1(b). In setting down the 
rules for conditions under which the 
Commissioner will approve change in 
accounting periods, the regulations pro 
vide that if the effect of the change i 
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to defer a substantial portion of the tax- 
payer's income or to shift a substantial 
portion of its deductions from one year 
to another, resulting in a_ substantial 
reduction in tax liability, the change 
will ordinarily not be approved. Simi- 
larly, it is indicated that a change will 
not be approved if the effect causes a 
deferral or shifting in the case of an- 
other taxpayer such as a partner or a 
beneficiary. In addition, a change will 
ordinarily not be approved if the short 
period resulting from the change is one 
in which there is a net operating loss. 
There also are provided additional rules 
relating to partnerships and_ partners’ 
changes in taxable periods. 


Modification of IT 3369 


re: Circulation Expenses 


IT 3309 (1940-1 CB 46) provides 
that a publisher which has consistently 
reported only the earned portion of sub- 
«ription income, must similarly allo- 
cate the deductions arising from earning 
that income. 

This was modified by Sec. 204 R.A. 
1950 which added Sec. 23(bb) to the 
1939 Code, which is substantially the 
same as Sec. 173 of the 1954 Code. 
These sections permit the deduction of 


capital in nature. However, Sec. 23(bb) 
was retroactive to years beginning sub- 
sequent to December 31, 1945. 

In order to eliminate any possible 
conflict between IT 3369 and the new 
sections, the Commissioner has ruled 
that the full amount of non-capital circu- 
lation expenditures are deductible when 
incurred. in any taxable year beginning 
subsequent to December 31, 1945 which 
was still open at March 11, 1957. For 
years prior to the first open year, cir- 
ulation expenditures will be deducted 
in the year in which they would have 
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all circulation expenses which are not- 


Federal Income Tax Notes 


been deductible under IT 3369 (Rev. 


Rul. 57-87 IRB 1957-10). 
Omission From Gross Income 


In the determination of whether there 
had been omission of more than 25% 
of gross income, thus bringing into play 
the five-year statute under Sec. 275(c) 
IRC 1939, the Tax Court has reaffirmed 
its position in H. Leslie Leas (23 TC 
1058) that the gross profit originally 
reported in a return may not be changed 
by adjustment of the cost of goods sold 
(Estate of John Iverson 27 TC 
No. 96). 


This problem would not arise under 
the 1954 Code. since Sec. 6501(e) (i) 
(A) (i) provides that gross income, for 
purposes of the extended statute (now 6 
years), means the total of the amounts 
received or accrued from the sale of 
goods or services prior to reduction by 
cost of such sales. 

The court sidestepped the old ques- 
tion as to what constitutes partners’ 
gross income where a partnership has 
omitted more than 25% of gross in- 
come. It had previously held that the 
net income of a partnership distribut- 
able to the partners is a part of their 
gross income for purposes of Sec. 
275(c) (L. Glenn Switzer, 20 TC 759, 
768 remanded by stipulation and deci- 
sion vacated CA-9, 9/17/54). However 
in the instant case, both the taxpayer 
and the Commissioner argued that the 
partner’s gross income consisted of his 
allocable share of the partnership gross 
income (In Jack Rose 24 TC 755, 768 
also, both the government and the tax- 
payer agreed on this principle, but the 


Court reached its decision on other 
grounds). 
This question is resolved in See 


702(b) IRC 1954 and Regs. Sec. 1.702- 
l(c) (2), which support the litigants’ 
position in the [verson and Rose cases. 
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Payments Held in a Suspense Account 


Another decision has come down add- 


ing to the confusion in a long series of 


contradictory holdings with respect to 
what constitutes “payment of the tax”. 
This case concerns the running of the 
statute of limitations. 


The taxpayer secured an extension of 
time for filing its return but not for 
paying its tax. The payments, accom- 
panying a “tentative” return were placed 
by the Collector in a suspense account. 
More than 3 years after the date of 
these payments, but less than 3 years 
after the payments were credited to the 
taxpayer’s account, a refund claim was 
filed. The Court followed Rosenman v. 
U.S., (323 U.S. 658, 1945) holding 
that the Commissioner’s contention that 
the statute had run prior to the filing 


of the refund claim. was invalid. 


Apparently, the placing of monies re- 
ceived by the Director in a “suspense 
account” does not constitute “payment” 
for purposes of the running of the 
Statute of Limitations. but 
stitute “payment” for purposes of de- 


does con- 
termining whether there exists a defi- 
ciency coming within jurisdiction of 
the Tax Court (Compare: McConkey et 
ux Vv. Com., 199 F. (2d) 892 (CA-4. 
1952). Cert. den.: Stanley A. Anderson. 
11 TC 841, 1948; Lewyt Corporation. 
CA-2, 1954, 215 F. (2d) 518. rev’s’d. 
and aff'd. on other grounds, 349 U.S. 
237: Julius Bendheim, CA-2, 1953, 214F 
(2d) 26: Roles v. Earle et al, 195 F 
(2d) 346 (CA-9, 1952): “Effect of 
Payment of Additional Tax Upon Tax 
Court Jurisdiction” Marold. 12 N.Y.U. 
917: See. 6213(b) (3) IRC 1954). 


Notes 


Loss on Liquidation of Subsidiary 


A parent corporation held all of the 
preferred and common stock in a sub 
sidiary which it liquidated. However, 
the assets of the subsidiary were suff. 
cient only to meet the claims of the pre. 
ferred stock and nothing was available 
for distribution in exchange for thé 
common stock. The Tax Court held 
that Sec. 112(b) (6) IRC 1939 did not 
apply where there was no distributio 
to the stockholder and _ the 
parent had a deductible loss under Sec 
23(f) and 23(g¢)(4) IRC 1939. Therg 
were two dissents (Spaulding Bakerie 


Inc., 27 TE No. 77). 


common 


Involuntary Conversion 


It has been ruled that where there is 
a threat of condemnation proceedings a 
some future date by a municipality, and 
in contemplation thereof a corporatio 
sells the property in question to the city. 
and then leases it back until the time 
the property will be required by the 
city, the transaction constitutes an in 
voluntary conversion under Sec. 103¢ 
IRC 1954 (Rev. Rul. 57-70, IRB 195 
8, 12). 


Statutory Notice of Deficiency 

Although, under generally accepte 
procedures, a statutory notice of defi 
ciency is sent by registered mail, the 
Ninth Circuit has held that a notice 0 
deficiency sent by ordinary mail is no 
invalid. This is because the wording 
of Sec. 6212(a) IRC 1954 is permissive 
rather than mandatory, and if the notice™l 
sent by ordinary mail ‘is received by the 
taxpayer, the 90-day statute commences 
to run (Clifford O. Boren v. Riddell 
C.A. 9, 2/19/57, Affe. D. C.). 
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